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THE COMMODITY DOLLAR 


BY M. C. RORTY 


HE recent decline in the gold 

value of the dollar came about 

by successive stages during the 

latter part of 1933, and became finally 
letermined by the Presidential procla- 
ition of January 31, 1934, which fixed 
he gold content at 59.06% of its former 
mount, and established the present 
price of $35.00 per ounce for fine gold. 
(he suspension of gold payments on 
March 6, 1933, while brought about 
rimarily by domestic gold withdraw- 
's and hoarding, had a further partial 
stification, at least, in the major dis- 
turbances in international exchanges 
vhich had resulted from the world cri- 
sis. If such suspension had continued 
along the lines of the present Brit- 
ish practice, with efforts only to pre- 
vent sudden and wide fluctuations in 
the value of the dollar in international 
exchanges, the “commodity dollar” 
would have remained a matter for con- 
theoretical discussion. How- 
ever, the revaluation of the dollar at 
59.06% of its old gold content was 
urged, and avowedly undertaken, in 
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the expectation that commodity prices 
would respond quickly to such change, 
with the result of reéstablishing that 
1926 level of prices which was looked 
upon as “normal.” As the result of 
this action, the commodity dollar has, 
therefore, passed from the realm of 
pure theory to that of current practice, 
at least in so far as we now have an 
opportunity to observe the effects of a 
single act of reduction of the gold con- 
tent of the dollar in times of depressed 
price levels and business activity. 

In its essentials, the commodity dol- 
lar assumes that stability in the aver- 
age of a group of prices represented by 
a selected price index will be main- 
tained by variations in the equivalent 
of such dollar in terms of the media 
employed for the settlement of inter- 
national balances. For purposes of dis- 
cussion, it will simplify matters to 
think of gold bullion as such medium, 
since the principles will be the same 
with either a gold or a bimetallic, or 
even a symmetallic, base for interna- 
tional settlements. It will further sim- 
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plify our analysis of the problem to 
examine separately the applications of 
the commodity dollar to (a) the relief 
of business depressions, and (b) the pre- 
vention of such depressions, with con- 
sideration under each heading of its 
relations to stability in international 
trade, exchanges, and price levels. 


The Basic Contentions—Pro and Con 


Before entering upon this analysis, 
we may clear ground by considering 
the major differences which exist be- 
tween the proponents and the critics of 
the commodity dollar. 

The critics of the commodity dollar 
recognize that a reduction in the gold 
content of the currency will, in due 
course, be reflected in higher commod- 
ity price levels. They agree, also, that 
such changes will have rather prompt 
reactions on articles and commodities 
of international trade. But they con- 
tend that similar reactions on the gen- 
eral domestic price level will be very 
indirect and gradual, and will tend to 
become effective in terms of years 
rather than months. 

This difference of opinion as to the 
rapidity with which commodity prices 
will respond to decreases in the gold 
content of the dollar is fundamental. 
Both critics and proponents of the com- 
modity dollar agree that there are di- 
rect relations between the volume of 
money transactions, the volume of 
trade, and the general price level. They 
also agree that, whatever the influences 
may be which affect the actions of 
buyers and sellers, the immediate cause 
of any rise in prices must be a greater 
willingness of buyers to buy than of 
sellers to sell at current price levels— 
and vice versa, for price declines. 

Here, however, the agreement ends. 
The critics of the commodity dollar 
insist, first of all, with entire correct- 


ness, that the equation of exchange— 
the parallelism between the total of 
monetary transactions and the product 
of the volume of commodity and other 
movements into the related general 
price level—states nothing more than 
the obvious fact that the sum of 
all purchases must equal the sum of a]! 
sales, and proves nothing whatever as 
to cause and effect relations in the rais- 
ing or lowering of prices. They contend, 
furthermore, that the actual cause and 
effect relations, which determine varia- 
tions in supply and demand, and in 
prices, differ in various phases of busi- 
ness expansion and contraction and as 
between short-term and long-term ef- 
fects. Specifically they argue, from re- 
cent and prior experience, that ease of 
credit, whether brought about directly 
by the operations of the Federal reserve 
banks, or indirectly by reductions in 
the gold content of the dollar, will oper- 
ate to increase business activity, de- 
mand, and prices only during periods 
when prospects of business and indus- 
trial profits are such as to lead to an 
actual increase in borrowings by busi- 
ness and industrial enterprisers. Their 
contention is, therefore, that monetary 
and credit changes, tending toward 
higher price levels, will become quickly 
effective only during periods of active 
business expansion, and that, at other 
times, the response of domestic price 
levels to such changes will tend to be 
slow and irregular. 

As against these contentions by its 
critics, the proponents of the commod- 
ity dollar offer little in the way of 
indications as to the specific reactions 
and transactions, step by step, through 
which changes in currency values will 
become effective as changes in supply 
and demand, with resulting variations 
in price levels. For this reason, the pres- 
ent article attempts to apply recent 
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specific experience, as well as general 
theory and practice, to an analysis of 
the casita between prices, general 
business activity, and changes in the 
ld content of the dollar. 


KUL 


Commodity Dollar during Depression 


To begin with certain general and 
theoretical considerations bearing on 
the eficacy of the commodity dollar in 
relieving business depressions, it is 
necessary, first of all, to emphasize 
an obvious, but frequently neglected, 
distinction between the typical gold 
standard and the commodity dollar. 
Und ler the gold standard, the govern- 
ment itself establishes an unlimited 
market in which gold may be bought 
or sold at a fixed price. Under the 

mmodity dollar, on the other hand, 
while the market for gold is still sub- 

ntially unlimited, its price is as- 
sumed to vary by successive small 
steps, up or down, from period to pe- 
riod. Furthermore, whatever commodi- 
may be chosen as the base for the 
dollar, with the expectation that the 
index of prices for such group will be 
maintained at a fixed level, or with 
ly minor and temporary variations, 
the government, it is assumed, will 
make no commitment to buy or sell 
such commodities, but will rely solely 
pon natural or artificially induced va- 
itions in commercial supply and de- 
mand to bring about the desired price 
stability. 

, The preceding differences between 

ie typical gold standard and a multi- 
ple commodity standard are of control- 
ling importance. As a monetary base, 
gold has several special advantages out- 
side of compactness, durability, and 
high value for a given weight. It is in 
relatively small demand for nonmone- 
tary purposes, but nevertheless is de- 
sired and valued by practically all 
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populations. It has been, and may con- 
tinue to be, subject on the whole to 
relatively gradual changes in the tech- 
nique and labor costs of production. 
And, particularly when monetary re- 
quirements are such as to justify re- 
course to “‘reef” and other low-grade 
deposits, rather than to high-grade sec- 
ondary deposits as the major source of 
supply, its output, if not restricted by 
special taxation or otherwise, will tend 
to expand rapidly with a decline in 
costs of production (1.¢., with a decline 
in the gold levels of commodity prices 
and wages) and to contract with some- 
what similar rapidity when costs of 
production rise. These several factors 
combine, perhaps, to give gold certain 
inherent advantages over any single 
base for currencies. 

As contrasted with the use of gold as 
a base, we may begin our analysis 
of the multiple-base commodity dollar 
by assuming, first, the substitution 
of a single commodity in widespread 
commercial use. To simplify the prob- 
lem still further, let us choose an article, 
such as common brick, which does not 
enter appreciably into international 
trade and, as an item of construction 
materials, is subject to wide variations 
in demand. 

On this basis, let us assume that the 
price of 70 bricks at wholesale is to be 
maintained at one dollar, and that the 
gold redemption value of the dollar is 
to be varied in such manner as may be 
necessary for this purpose. If the price 
of bricks is to be maintained at 70 per 
dollar, the immediate requirement, as 
has been indicated, must be the crea- 
tion of an unlimited demand for bricks 
at $14.28 per 1000 f.o.b. yards. Let us 
assume, now, that we are dealing with 
a condition of business depression, that 
the cost of production of bricks is some- 
what subnormal, and that the fixed 
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price of $14.28 per 1000 will, therefore, 
afford somewhat more than normal 
profit to brick producers. Each brick- 
yard will, therefore, begin full produc- 
tion. However, the market demand for 
bricks is assumed to be depressed and 
the government has made a commit- 
ment not to buy bricks, but to maintain 
the price of bricks. Stocks of bricks, 
therefore, accumulate rapidly, their 
price drops, and a further reduction is 
required in the gold content of the dol- 
lar. This process of accumulation of 
stocks of bricks and of successive re- 
ductions in the gold content of the dol- 
lar must, in fact, continue until either 
there is developed a commercial de- 
mand for the full output of bricks, or 
the costs of brick production rise to a 
point which checks the supply. This lat- 
ter situation will correspond essentially 
to a general rise in wages. Furthermore, 
construction activities and levels of 
wages are essentially resistant to sud- 
den increases, with the result that an 
extreme reduction in the gold content 
of the dollar may be required before the 
price of bricks can be brought to 70 per 
dollar. This will tend to have certain re- 
percussions on international trade and 
finance which will be described later. 
The essential point for the present is 
the indication here presented that the 
price level for a commodity or article 
of ordinary commercial use cannot be 
maintained at a fixed level unless, as in 
the case of the old gold standard, the 
government itself is prepared to buy (or 
sell) unlimited quantities of such com- 
modity or article. 

Before proceeding to a consideration 
of the conditions which would obtain 
under a multiple commodity standard, 
let us now consider the case of a sec- 
ond single commodity standard which 
might be established on the basis of an 
item of consumers’ goods, such as shoes. 


Let us assume that the wholesale price 
of a standard pair of shoes is to be main. 
tained at $2.50. Let us also assume that, 
as in the case of bricks, the volume of 
international trade in shoes is not of 
controlling importance. 

In this case, again, the commitment 
of the government is not to buy but to 
maintain the price of shoes. And, as in 
the case of bricks, if the price tends to 
be maintained, stocks of shoes will ac- 
cumulate and prices then fall until the 
demand rises, or costs of production 
increase. 

As the next step in our analysis, let 
us now assume a multiple standard 
based on the wholesale prices of a vari- 
ety of items of consumers’ goods, such 
as shoes, plus a variety of producers’ 
and construction items, such as bricks, 
and let us continue to assume that these 
items do not enter in important volume 
into international trade. 

Under this new assumption, it is pos- 
sible, with group price stabilization, 
that the price of an individual item may 
continue to be subnormal provided other 
prices compensate by rising to supernor- 
mal levels. In the processes of recovery 
from business depression, long experi- 
ence has shown that increases in de- 
mand and in price levels are not the 
same for all groups of commodities. 
During some periods of revival, the de- 
mand for consumers’ goods temporarily 
takes the lead. In other cases, the initial 
upturn begins with durable and capital 
goods. But it rarely, if ever, happens 
that these two groups move with even 
pace, in company front. 

Therefore, if we assume, in a pal- 
ticular instance, that a lag takes place 
in the prices of and demand for bricks 
and similar items, then compensation, 
if it is to come at all, must arise from 
supernormal prices (and demand) for 
shoes, etc.; or, in the reverse case, We 
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must assume subnormal prices for shoes 
and supernormal prices for bricks. Un- 
der either assumption, the indications 
e clear that, when a condition of de- 
-ssion has once been brought about, 
approach to a rigid stabilization 
composite wholesale price index 
involve counteracting tendencies 
toward overproduction and _price- 
lepression. For a composite base, as for 
the single commodity bases previously 
nsidered, it would appear again that 
fixed level of wholesale prices could be 
iintained only by such drastic reduc- 
ns in gold content as would lead to a 
flight from the dollar.” 


Reactions on International Trade and 
Exchanges 
Up to this point we have not consid- 
ered the effect of international trade 
and financial movements upon the 
various price changes which might be 
ight about by changes in the gold 
ntent of the currency. Any broad 
site of wholesale prices will in- 
the prices of many articles of reg- 
ilar export, such as wheat and cotton. 
In theory, the immediate effect of a 
reduction in the gold content of the 
dollar, by reducing its value in inter- 
national exchange, should be to stimu- 
late exports and retard imports. Prices 
f articles of export will rise in domes- 
tic markets, in terms of the new value 
the domestic currency, and there 
should be at the same time a temporary 
increase in export movements. This 


shown, is relatively slight, however, and 
‘very promptly followed by foreign re- 
actions of two sorts. In countries with 
managed exchanges the values of such 
ex hanges in terms of gold tend to be 
depressed. On the other hand, in coun- 
tries which are still maintaining gold 
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the stability of such exchanges leads 
rather promptly to tariff reprisals, quo- 
tas, and embargoes. And a still further 
result is a depression in the world’s mar- 
kets of the gold value of the particular 
commodities which are exported. 

As the result of this combination of 
reactions, the currents of international 
trade are not substantially changed, 
and the essential result is a rise of the 
price of exported commodities in do- 
mestic markets. Furthermore, since 
this rise is not quickly accompanied 
by a corresponding rise in costs of pro- 
duction, the ensuing tendency is to- 
ward a rapid increase in the production 
of these particular articles, which in 
turn will result in a decline in the 
corresponding domestic prices, unless 
measures of production control are 
adopted. 

In the case of articles of regular im- 
port, such as rubber and tin, which are 
generally on the “‘free list,” the change 
in the exchange value of the currency 
is reflected rather promptly in a sub- 
stantial rise in domestic prices. The re- 
actions are different, however, as to 
articles and commodities which are 
produced for domestic consumption 
under tariff protection. In such cases, 
the decline in the exchange value of the 
currency operates as a general increase 
in tariffs. To this extent, a certain few 
articles or commodities which have 
been under special pressure from for- 
eign ‘“‘dumping” may rise somewhat 
in price, but the shortage of demand 
due to the depression, in the absence of 
any general increase in costs of produc- 
tion, will prevent any substantial rise 
in other prices. 

In addition to all the preceding, 
there is reason to expect a special reac- 
tion on international finance, whenever 
the gold content of the currency is re- 
duced below the level required, accord- 
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ing to the time and circumstances, for 
a balance in international trade. As 
theory indicates and recent experience 
has shown, the effects of changes in the 
gold content of the dollar on interna- 
tional trade in commodities tends to be 
wholly temporary. However, trade in 
stocks and bonds will not be so quickly 
subject to embargoes and restrictions, 
with the result that any subnormal 
value of the domestic currency will 
tend, other conditions being equal, to 
result in heavy exports of securities, 
offset by gold imports. When this tend- 
ency is accentuated, as at the present 
time, by a lack of confidence in foreign 
countries, such movements may as- 
sume abnormal proportions. 


The Experiences of 1933 to 1935 


Having examined certain general and 
theoretical considerations which may 
govern the application of the commod- 
ity dollar to conditions of depressed 
price levels and business activity, it is 
in order to compare these indicated 
results with the sequence of changes in 
price levels and in business activity 
from March 6, 1933, the date of suspen- 
sion of gold payments, through Janu- 
ary 31, 1934, the date when the new 
gold content of the dollar was fixed, 
until the present time. During this 
period, a variety of conditions and in- 
fluences have obtained, some favorable 
and others adverse to the expectations 
of those who urged the devaluation of 
the dollar as a means for the restora- 
tion of normal business activity. 

The low point in the depression had 
been reached during the later months 
of 1932 and the early months of 1933, 
and thereafter, in spite of severe inter- 
mediate fluctuations, the basic trend 
in activities has been upward. This 
upward trend has, however, been influ- 
enced to such extent by the operations 


of the NRA, the AAA, the Securities 
Act, and other new legislation and reg- 
ulations, as well as by large items of 
governmental financing and of expendi- 
tures for relief and public works, that it 
is wholly impossible to disentangle the 
separate effects, or to determine to 
what extent, if any, the devaluation of 
the dollar has contributed to or de- 
tracted from the improvement in indus- 
trial activity which has taken place 
from March 1, 1933, to October 1, 1935. 
The notable point in connection with 
this recovery, however, is the fact that 
total industrial activities, in spite of 
all special stimulants, have moved in 
the United States somewhat less than 
half way from their low point to what 
might be considered normal levels for 
the present date; and this degree of 
recovery appears to be the lowest’ indi- 
cated for any of the great industrial 
countries, among which Great Britain, 
Sweden, and Japan already have re- 
gained their depression losses in large 
part or in full. ‘To put this situation in 
terms which avoid reference to the al- 
ways somewhat doubtful concept of 
“normals,” the recovery in the United 
States has been only to the approxi- 
mate level of 1931, whereas a number 
of the leading industrial countries have 
already attained or surpassed their 
1929 levels of activity. 

From the preceding considerations it 
is not possible to reach a more definite 
conclusion than that, among the varied 
influences which have operated to fur- 
ther and retard recovery in the United 
States, the devaluation of the dollar has 
not been potent enough as a business 
stimulant to hold the United States in 
line with the general world trend to- 
ward increased activities. For more 
tangible evidence, if any, as to the func- 


1See Bulletin $58, National Bureau of Economic Re- 
search, November 15, 1935. 
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tioning of the commodity dollar in 
accordance with the theories of its pro- 
ponents, Or otherwise, we must turn to 
the indications which may be found in 
the movements of international trade 
and exchanges and in price levels dur- 
ing the period in question. 

Up to the date of the suspension of 
gold payments, the dollar had main- 
tained its old gold parity in interna- 
tional exchanges. Thereafter it moved 
with some irregularity and, during the 
latter part of the period under control 
of the Treasury Department, through 
the fixing of gold purchase prices, to 
63% of its old parity on January 31, 
1934, when the definite revaluation was 
determined at 59.06% of the old gold 
content. In the two months which fol- 
lowed, the exchange value of the dol- 
lar moved to the new gold parity 
where with minor variations it has since 
remained. 

During this period of adjustments in 
exchange, the foreign currencies which 
maintained effective gold parities ad- 
vanced pro rata with the decline in the 
gold value of the dollar. On the other 
hand, the managed currencies, of which 
the British pound sterling was typical 
and the leader, increased in substan- 
tially lower ratio. The increase in the 
exchange value of foreign gold curren- 
cies, in dollars, from February, 1933, to 
April, 1934, was approximately the 
69.3% justified by the reduction in the 
gold content of the dollar; but the rise 
in the exchange value of the pound 
sterling, in terms of dollars, was only 
50.6% during the same period, and this 
increase has since been followed by a 
declining tendency, leaving a net rise 
irom February, 1933, to November, 
1935, of only about 43%. Whether or 
not directly caused by the American 
evaluation, the accompanying decline 
in the gold value of the pound sterling 


O07, 


has been somewhat more than 15%. 
This depression in the gold value of the 
pound is also a rough measure of the 
depression of the world gold prices of 
basic commodities, since the price level 
for such commodities has remained rel- 
atively stable in terms of the pound 
sterling during the past two years. 

Specific price movements since March 
6, 1933, have, of course, been affected 
by a great variety of factors other than 
those of currency devaluation in this 
country, as, for example: the world 
trend toward business recovery; nu- 
merous trade embargoes and restric- 
tions, offset to some degree by treaties 
designed to increase trade movements; 
various production controls and gov- 
ernmental efforts to stimulate revival; 
and war and threats of war; as well as 
the great drought in the United States. 
Under these circumstances, it is again 
impossible to disentangle or measure 
the effects of the various influences. 
The most that can be done is to deal 
with the crude figures, without at- 
tempting to draw definite conclusions 
from them. 

From February, 1933, to February, 
1934, the Bureau of Labor Statistics 
index of wholesale prices of all com- 
modities rose approximately 23%. This 
rise continued, thereafter, at a slower 
rate, with a total increase of about 35% 
from February, 1933, through October, 
1935. 

As was to be expected, the greater 
part of this rise was evident in com- 
modities entering into international 
trade. The total rise of wheat prices 
over substantially the same period was 
121%; of copper, 84%; of cotton, 86%; 
of rubber, 331%; of tin, 118%; and of 
sugar, 32%; while coffee prices declined 
6.6%. 

On the other hand, the indices for 
groups of items not so directly involved 
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in international trade moved much 
more slowly. Fuel and lighting rose 
only 0.3% during the whole period; 
building materials, 23%; chemicals and 
drugs, 12%; house furnishing goods, 
11%; and miscellaneous items, 13%. 

Figures of the Bureau of Labor Sta- 
tistics for costs of living are regularly 
available only at six-month intervals. 
The increase from June, 1933, to De- 
cember, 1933, however, was only about 
4%, with a total rise of about 8% to 
July, 1935. Figures of the National In- 
dustrial Conference Board indicate 
that the corresponding rise from the 
low point in April, 1933, through No- 
vember, 1935, was about 18%. 

As a final point, the sharp rise in the 
dollar value of domestic exports from 
low levels of slightly over 100 millions 
of dollars per month to nearly 200 mil- 
lions per month, which carried with 
it during the latter part of 1933 and 
nearly the whole of 1934 a “‘favorable”’ 
balance of trade approaching 40 mil- 
lions of dollars per month, has been suc- 
ceeded during 1935 by a substantial 
equality between exports and imports. 
With this change in commodity move- 
ments has come, during recent months, 
an extremely heavy movement of gold 
to the United States (over 300 millions 
in October and 200 millions in Novem- 
ber) accompanied in the reverse direc- 
tion by sales of United States secur- 
ities abroad in unusual, even if not defi- 
nitely determined, volume. 

The variety of special influences 
which operated during the period from 
1933 to 1935, as has already been indi- 
cated, was such as to tend to obscure 
the effects of the change in the gold 
content of the dollar. Nevertheless, the 
direct repercussions, through varia- 
tions in international exchanges, seem 
to have been wholly what could have 
been anticipated from theory and prior 


experience. Furthermore, there is no 
evidence that the limited rise in the do- 
mestic price level has had appreciable 
effect on that stimulation of construc- 
tion and capital goods activities which 
is the recognized prerequisite for any 
sustained increase in general activities, 
Employment on private construction 
during 1935 is still close to the low ley- 
els of 1933 and 1934, and such increase 
in building and capital goods activi- 
ties as now appears to be under way is 
rather clearly traceable to accumulated 
wear and tear, to reéquipment to meet 
the requirements of gradual improve- 
ments in industrial output, and to the 
special stimulus given by favorable 
money rates for housing operations, 
rather than to the direct influence of 
rising price levels. 

Having gone thus far in examining 
the applications of the commodity dol- 
lar to conditions of depression, it may 
be well to give brief consideration to 
one further point. The proposals made 
to date have assumed that the index 
chosen would be substantially simi- 
lar to the general wholesale price in- 
dex of the Bureau of Labor Statistics. 
However, the advocates of the com- 
modity dollar suggest that experience 
must indicate the most suitable type of 
index to employ. It may be of interest, 
therefore, to consider the alternative 
possibilities, still in times of depres- 
sion, which might exist if the chosen 
index represented costs of production 
rather than wholesale prices. In this 
case, we must rely mainly on general 
and theoretical considerations, since we 
have no specific experience to guide us. 
However, the British system of man- 
aged exchanges has some elements of 
comparability. 

The use of an index of costs of pro- 
duction (roughly, average hourly wage 
rates) would remove many of the theo- 
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objections which arise when 

e commodity dollar is based upon a 
.olesale price index. Wholesale prices, 
inc lividually and as a group, might vary 
freely in accordance with conditions 
supply and demand. Problems of 
verproduction and production con- 
| would very largely, if not wholly, 
be eliminated. And the reduction in 
cold content, if made pro rata, would 
be much less than would be required in 
the case of a wholesale index. Further- 
more, the decreased adjustment in gold 
ntent would reduce the rise in the do- 
mestic prices of export commodities and 
ld similarly limit the collateral re- 
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percussions on international trade and 
finance. 

In spite of the preceding differences, 
there would seem to be no reason to ex- 
pect that the reactions of general price 
levels to the lesser change in gold con- 
tent would vary in type from those re- 
sulting from the greater change. Wage 
levels and prices would still be resist- 

t to upward change until commercial 
demand increased, and in practice, bar- 
ring a willingness to carry the devalua- 
tion to the point required to produce a 
“flight from the dollar,” it would seem 
that with either index any practical ap- 
plication must reduce itself essentially 
to a system of managed exchanges. 


The Commodity Dollar as a Preventive 
of Depressions 


We come now to a consideration of 
the commodity dollar in relation to the 
possible prevention of depressions. This 
requires essentially an analysis of its ef- 
iect in times of supernormal prices, and 
presumably of full or excessive busi- 
ness activity. And here, again, we lack 
specific experience and must deal with 
theory and general considerations. 

The proposal, in the case of inflated 
price levels, is that the gold content of 
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the dollar shall be increased pro rata un- 
til normal price levels are restored. The 
immediate practical objection to this 
proposal is the opposition which would 
arise, politically and otherwise, to “ kill- 
ing prosperity,” increasing the burden 
of public and private debts, reducing 
farm prices, etc. For these reasons, the 
commodity dollar and, in fact, any sys- 
tem of managed currency must tend to 
be essentially “jug handled” in practi- 
cal applications; 1.¢., to operate readily, 
even if slowly, for price inflation, but to 
be seriously handicapped in those price 
deflations which theory and any effec- 
tive practice would equally require. 

In spite of these practical objections, 
however, it will be of interest to ex- 
amine the reactions which might occur 
in times of price inflation, should the 
gold content of the dollar be increased 
by regular and frequent small steps, 
pro rata with any rise in a selected price 
index. 

For the moment, it is unimpor- 
tant whether we consider an index of 
wholesale prices or one which approxi- 
mates costs of production. The more di- 
rectly controlling factor is the readiness 
with which business expansion may be 
checked, as compared with the difh- 
culty experienced in forcing a revival 
when business is depressed. In addition, 
those foreign tariff reprisals, quotas, 
and embargoes which operate in the 
case of a reduction in the gold content 
of the domestic currency to prevent any 
sustained increase in commodity ex- 
ports, would quite certainly not operate 
in the reverse direction to check a de- 
cline in such exports. If, therefore, the 
gold level of American prices should be 
increased, the tendency would be to 
check exports, increase imports, and 
raise the prices of American securities 
in terms of foreign currencies, while at 
the same time depressing foreign securi- 
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ties in terms of American dollars. The 
combined effect of these several factors 
would be to lead to substantial exports 
of gold from the United States and 
to reduce domestic business activity. 
Furthermore, under a widespread sys- 
tem of managed foreign currencies, the 
outward moving gold might be sub- 
stantially sterilized of effect in bring- 
ing about any early counterbalancing 
tendency toward a rise in the gold 
prices of foreign commodities. 

If the preceding analysis is correct, 
it would appear that an increase in the 
gold content of the dollar might operate 
with considerable promptness to check 
a rise in domestic price levels. However, 
it would also appear that this prompt- 
ness of effect would arise primarily from 
indirect reactions through international 
trade and exchanges, rather than from 
direct influences on domestic activities. 
As to the latter, the increase in the gold 
content might of course be combined, 
automatically or otherwise, with the 
more conventional banking expedients 
of increased rediscount rates and open 
market sales of Federal reserve bank 
investments, and even with the newer 
device of increased reserve require- 
ments—and the psychological effect 
of positive action to increase the gold 
content might be even more important. 
Nevertheless, when so combined with 
other factors, the operations of a com- 
modity dollar would promise again to 
be substantially identical in kind and 
effect with those of a similar combina- 
tion of banking factors and managed 
international exchanges. 


The Need for Price and Wage Flexibility 


We have now completed our pre- 
liminary analysis based on recent ex- 
perience, supplemented by tested and 
rather elementary theory as to inter- 
national trade relations and exchanges. 


The practical evidence is very clear 
that in periods of a depression a rise 
in wholesale prices must wait upon in- 
creased demand, or else will require 
supplemental production control, as 
in the case of wheat and cotton, if, with 
costs of production still relatively low, 
a substantial increase in domestic prices 
is not to be followed by a price-depress- 
ing increase in domestic output. 

It seems clear, furthermore, that a 
commodity dollar rigidly based upon a 
wholesale price index would be not only 
practically but theoretically unwork- 
able. Regardless of major depressions, 
the ordinary processes of adjustment 
of supply and demand will require mi- 
nor variations in the relations of whole- 
sale prices as a group to wage levels. If 
wholesale prices as a group should con- 
ceivably be maintained at a constant 
level, then the necessary adjustments 
must come about through (a) produc- 
tion control, (b) an unlimited govern- 
mental market for the commodities, or 
(c) constant upward and downward 
variations in costs of production, 1.¢., 
primarily in hourly wage rates. 

If we assume the first two of the pre- 
ceding alternatives to be impracticable 
or undesirable, we must accept the 
third as the implied condition for 
any rigid stabilization of a wholesale 
price index. However, wage levels are, 
perhaps, the most resistant to quick 
changes of all economic factors, and it 
is inconceivable that they could be va- 
ried from day to day and from month 
to month in such manner as to main- 
tain the necessary continuing balances 
between supply and demand. Such bal- 
ances can be maintained in practice 
only through changes in wholesale 
prices, which must vary not only indi- 
vidually but as a group, in times of 
normal or seminormal business as well 
as in times of major depression. 
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Having progressed thus far, if our 
analysis is correct, we come finally to a 
further major consideration. The pro- 
ponents of managed currencies in 
ceneral, and of managed international 
exchanges in particular, look upon 
them from various angles as systems 
for (a) temporary stabilization follow- 
ing periods of currency depreciation, 
b) the protection and development of 
international trade, or (c) the breaking 
of economic deadlocks arising from ab- 
normal increases in domestic wages and 
other costs of production. 

Of the three preceding applications of 
managed currencies, the first two may 
be disregarded for our present pur- 
poses, since their advocates, on the 
whole, look upon them only as tempo- 
rary expedients and aim ultimately at 
stabilized international exchanges. 

The third application is, however, of 
considerable practical and theoretical 
interest, in spite of the fact that it has, 
to date, been advocated only privately 
and in rather shamefaced fashion by 
certain European and American econ- 
omists, and yet such advocacy has not 
found any substantial place in pub- 
lished literature. 

Briefly, the concept back of this pro- 
posal is that there can be no effective 
defense against continuing arbitrary in- 
creases in costs of production due to 
legislation and the efforts of monopolis- 


tic labor unions. Such increased costs of 
production, it is assumed, will from 
time to time result in economic dead- 


locks, with costs in excess of the prices 
at which goods can be sold in interna- 
tional markets and with even a sub- 
stantial reduction in domestic sales and 
consumption. And it is further assumed 
that such condition, unless its develop- 
ment is otherwise prevented, must re- 
sult in a state of chronic unemployment 





and business stagnation until liqui- 
dated by an active depression. 

In view of the preceding considera- 
tions which are based primarily upon 
experience rather than economic theo- 
rizing, the proponents of this particular 
plan propose that each deadlock, when 
it approaches, shall be liquidated by a 
reduction in the exchange or gold re- 
demption value of the currency, of 
such amount as may be necessary to 
restore normal movements in interna- 
tional trade and to initiate a gradual 
rise in the levels of domestic prices. 

In substance, therefore, these partic- 
ular economists propose to counteract 
the evils of a false wage system by in- 
troducing the opposing evils of chroni- 
cally unstable (or at least periodically 
shifting) international exchanges and 
of a currency system which will regu- 
larly penalize the life insurance holder, 
the savings bank depositor, and in gen- 
eral those thrifty persons of relatively 
small means who, as the figures show, 
are directly and indirectly the major 
owners of bonds and mortgages rather 
than of equities. 

The reason for the somewhat shame- 
faced advocacy of this particular plan 
is obvious. Nevertheless, the major 
premise on which it is based seems 
sound, to the extent that there are clear- 
cut alternatives: either preventing, on 
the one hand, any long continued 
forced increases in wage levels at a rate 
more rapid than is justified by increases 
in productive efficiency, or accepting, 
on the other hand, in liquidation of the 
resulting economic deadlocks, a recur- 
rence of periods of chronic unemploy- 
ment and active business depression, or 
else a recourse to periodic devaluations 
of the currency. The point cannot be 
too often emphasized that, whatever 
other action may be required for in- 
creased economic stability, such stabil- 
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ity will be wholly impossible in the face 
of costs of production which, by arbi- 
trary action or otherwise, are periodi- 
cally increased beyond the level at which 
important volumes of commodities can 
be marketed. One definite (but not the 
only) price of economic stability, or of 
stability in international exchanges, 
seems to be a certain degree of flexibil- 
ity in domestic price and wage levels. 

The preceding discussion has, per- 
haps, been carried unduly far, but it 
has, nevertheless, a special bearing on 
the possible operations of the commod- 
ity dollar. 

Certain reasons have already been 
advanced to show why the commodity 
dollar (or, in fact, any managed cur- 
rency) cannot be based on the rigid 
maintenance of an index of wholesale 
prices. These reasons are supplemented 
in controlling fashion by the consid- 
erations presented in these later para- 
graphs. If wholesale prices should, by 
chance, be maintained at fixed money 
levels while wage levels and costs of 
production were free to rise, the eco- 
nomic deadlocks previously indicated 
would tend to be accentuated, and in 
such cases liquidation could come only 
through a period of active business de- 
pression with its resulting decline in 
wage levels and costs of production. 

In the reverse direction, however, a 
managed currency or commodity dollar 
based on an index of costs of production 
would amount in effect to the accept- 
ance of a theory of continuous currency 
devaluation for the prevention of these 
special economic deadlocks. Arbitrary 
increases in money wages and costs of 
production could go merrily on, only to 
be offset by continuing decreases in the 
gold content of the dollar. Wholesale 
prices and costs of living would be free 
to adjust themselves to production 
costs; and to the extent that such 


adjustments did not create new dead- 
locks or disequilibriums in interna- 
tional trade, and provided variations ip 
relative wage rates in different occupa- 
tions were not so serious as to create im- 
portant domestic deadlocks, the process 
of rising wage levels and reduced gold 
content of the dollar might, in theory, 
continue indefinitely. Practically, how- 
ever, it would be inconceivable that 
such process would not lead sooner or 
later to disequilibrium in international 
trade. For this reason, as in the recent 
British experience, it would in the end 
be necessary to relate the currency 
adjustments primarily to the necessities 
of foreign trade and to abandon to that 
extent the idea of maintaining an abso- 
lutely fixed monetary level of produc- 
tion costs. Here again, therefore, the 
commodity dollar would lose its special! 
character and would tend to become, 
in line with our own recent partial 
experience, essentially identical with a 
system of managed exchanges. 


Conclusions 


We come now to our general conclu- 
sions. The difficulties and dangers of 
unstable international exchanges are 
being increasingly recognized. Sooner 
or later stability must be achieved. 
We may hope to see such stability com- 
bined at some future date with meas- 
ures to prevent important long-term 
changes in international price levels, 
but stability in exchanges must come 
first, and stability in price levels follow 
when and as it can be brought about. 
In the meantime, and even with an 
ultimate greater stability in interna- 
tional price levels, there is a minimum 
degree of flexibility in domestic price 
and wage levels (perhaps in the scale of 
10%) which must be maintained if we 
are to avoid periodic economic dead- 
locks which cannot be resolved by cur- 
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credit manipulation, and 
can be liquidated only by the 
tic processes of business depression. 
‘situation is fully realized by 
eaders in economic thought, but 
ave hesitated to set themselves 
sition to the current popular 
for arbitrary wage determina- 
[heir obligation is, however, to 
the facts plainly and repeatedly un- 
ere is a workable clarification of 


the present confused public and legisla- 
tive thinking on matters of wages, 
prices, and currency. Fortunately as 
to the wage problem, which is the 
most difficult element in this compos- 
ite, there appears to be at least one 
tested and psychologically effective so- 
lution, which the writer has discussed 
2 


in a separate article.’ 


2“What is a Just Wage?”, American Management 
Review, September, 1935. 








THE FRENCH FRANC IN 1935 


BY ELEANOR LANSING DULLES 


RANCE is once more battling 
Bee the franc. The past, the 

present, and the future are the 
subject of bitter debate and wild 
speculation. Laval has made a strong 
stand against devaluation, but his 
position has been assailed from many 
angles. In fact the central stronghold 
of the gold standard has been seriously 
undermined. 

In this struggle, the conflict between 
political and economic forces is again 
apparent. To some extent speculative 
and fundamental factors have fallen 
out of line with each other. Ideas as to 
a “necessity” of ultimate devaluation 
have become such a strong force that 
the more objective possibilities of 
holding on to gold are disturbed by 
fears of formidable proportions. 

The anticipation of devaluation has 
caught up recent half-proved assump- 
tions as to price disparities and has 
developed a static outline of new ratios 
almost without consideration of the 
many-sided change in the dynamic 
adjustment of international prices. It 
looks now as if the franc might be 
offered up on the altar of the purchas- 
ing power parity doctrine. This theory 
has been widely acknowledged to be 
one-sided in its emphasis on past prices 
and on the significance of given value 
discrepancies to future commerce. It 
now appears in less academic form as 
many urge that French prices are too 
high. It may help to deprive France 
of the advantages of having held to 
gold so far and give her in return a 
slender advantage in an added slice 
of world trade. The reshaping and 
forging of a money policy which infla- 
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tionists have been trying to dominate 
will be accomplished in the fiery fur- 
nace of coming Parliamentary debate. 


The Effect of Remaining on Gold 


It is widely assumed by those seeking 
evidence on the disadvantages of defla- 
tion and the gold standard that the 
difficulties France has suffered recently 
have been greatly aggravated by cling- 
ing to gold. It is not yet certain, how- 
ever, that this is the case. Many of her 
troubles would have been equally dis- 
tressing with a cheaper franc or a man- 
aged currency. Politics would have 
preyed on economic endeavor as long 
as the world depression cut off markets 
and war threats excited her passion for 
national defense. 

The complex interaction of many 
forces makes it difficult to give a defini- 
tive answer, but a few of the pertinent 
questions can be reviewed now. For 
instance, one aspect of the French 
situation, sometimes overlooked, is 
the indirect advantage reaped from the 
aid to the stability of other exchange 
ratios because of the gold franc. It is an 
open question what England and Ger- 
many would have done if France had 
devalued in 1931. Similarly, the dollar 
would have been a less determinate fac- 
tor in 1933 and 1934 if France had 
countered the Roosevelt policy with 
competitive devaluation. The aban- 
donment of the French exchange posi- 
tion would have removed one fixed 
point in a flux of values; European 
money markets, international calcu- 
lations, and speculation regarding the 
role which gold might play would 
have been greatly disturbed. Confu- 
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would have increased at many 


joints in commerce and finance. Now, 
time when national interests have 

been pushed into the foreground in all 
untries, and the inevitable interde- 
lence of each economic system on 


ata 


pena 
every other is underestimated, the 
significance of one fixed gold price to 
which the pound, the dollar, the mark, 
and the value of gold itself have been 
related, is apt to be minimized. 
[f France seems at present to be a 
ctim of a rigid financial policy, it is 
still true that she has furnished a valu- 
able fixed point in money and credit 
dene ns which has prevented the rapid 
read of financial chaos in the years 
1933 to 1935. One must ask, therefore, 
if the resulting de facto stability of the 
pound and the dollar have meant noth- 
ing to France. The answer must take 
account of a substantial degree of Euro- 
pean recovery since 1932. This would 
have been seriously hampered by fluc- 
tuating ratios of the dollar, the 
franc, and the pound. Instead of rela- 
tive stability for two years, the three 
major currencies would have been the 
ictims of wild speculative movements. 
\loreover, the operation of stabiliza- 
tion funds would have been difficult or 
mpossible without a gold bloc as a 
point of leverage. The pound has been 
virtually on a gold standard by way 
‘the franc. Foreign trade has revived 
somewhat on the basis of a few fairly 
-pendable ratios. The franc stood 
it as one major point of reference. 
lf the French currency had been re- 
duced in value at the time of the gold 
buying policy, the change would have 
prolonged and accentuated the pres- 
sure for inflation in America. 
The fact that the London Conference 
vas not followed by exchange confusion 
mparable to that in 1924-1925 is 
in large measure due to the deter- 
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mination in a few countries to cling 
to gold. France may not have gained 
much in a positive way in this period 
of uncertain exchange currents, but 
she was saved from some of the more 
catastrophic changes that threatened. 
Moreover she was gambling for the 
only possible way of gaining more 
leadership in European money affairs. 
Irrespective of the final outcome, some 
prestige has resulted from the deter- 
mined stand on gold, and authority 
among the smaller nations of Europe 
as well as the Bank for International 
Settlements has been enhanced. If the 
strain of maintaining gold had been 
of short duration, and if recovery on 
many economic fronts had come more 
rapidly, Paris might have exerted an 
influence second only to that of Lon- 
don and increasing substantially with 
the benefit of a wider financial experi- 
ence. The advantages which accrued 
to France from keeping on a gold stand- 
ard were thus of a broad general char- 
acter and included such elements as 
the moderation of instabilities in the 
neighboring countries. In addition to 
this, Paris became a refuge for gold, and 
the increased reserves were a potential 
asset during recovery. The domestic ad- 
vantage of saving the rentier class from 
another severe blow is rarely convincing 
to those in other countries, but is 
properly a major consideration in 
formulating a constructive financial 
policy. 

The disadvantages of holding to the 
gold standard have been mainly con- 
nected with the subsequent deflation 
of French prices and the loss in exports 
and tourist trade. These are difficult to 
measure because they are the combined 
results of many interacting forces, the 
depression, high tariffs, high inter- 
est rates, and nationalism in every 
country. They will be commented on 











148 Harvard Business Review 


briefly in discussing the advantages of 
devaluation. 


Causes of Strain 


Recent distress in France has been 
real, whatever the cause. The gold 
standard alone has been at times an 
aggravating cause and at times a help, 
but always a convenient scapegoat for 
the discontented. The French prob- 
lems are never wholly economic, how- 
ever, and in this case even more than 
usual the political elements have bulked 
large. The strife between groups has 
been accentuated recently by the lack 
of personal economic opportunity. Con- 
troversial issues, often relatively unim- 
portant, have served to keep an intense 
bitterness alive and have flared up in 
serious riots On various occasions. 

In addition to the traditional strug- 
gles between right and left, middle and 
lower classes, peasant and industrialist, 
there have been even more serious po- 
litical issues involving relations with 
other countries. France has become in- 
tensely frontier-conscious. The fear of 
German aggression was kept at fever 
pitch for years, and the delicate ques- 
tions with regard to alliances with Italy 
and England increased the instabil- 
ity and nervousness. Nationalism fed 
on these feuds, making it difficult for 
France to enter into constructive agree- 
ments while higher trade barriers, ob- 
stacles to the smooth operations of the 
money market, and unsuccessful efforts 
at self-sufficiency accentuated a purely 
defensive economic policy. 

Many reasons can be given for the 
economic difficulties of France without 
blaming any large share of them upon 
the deflationary policy. The present 
discontent and business stagnation is 
due to three main groups of causes. The 
first and most significant of these is lit- 
tle if at all related to the gold standard. 





in — 





This is the budget situation. France has 
permitted a series of deficits and an jp. 
crease in the internal debt which would 
bring serious trouble with any kind of 
monetary standard. The large expendi- 
tures for armaments are the result of 
the prevailing defense complex and are 
way out of proportion with what the 
nation can afford. The budget, never 
completely recovered from the recon- 
struction effort, was crowded with ex- 
cessive expenditures, and made rigid 
by a bureaucratic system that has al- 
ways made economy difficult. The in- 
ternal debt is enormous when compared 
with those of richer countries like the 
United States and England. The cost of 
borrowing is exceedingly high and the 
heavy burden of the railroads increases 
the public loss of funds by hundreds of 
millions of francs. Less problems than 
these have brought on economic col- 
lapse on many previous occasions. 

A second set of causes lies in the field 
of political adjustments and specula- 
tive attitudes. There is so little ground 
for unity on internal policy and so 
much dissention as to diplomacy and 
economics that the struggle between 
parties is more conspicuous than the 
firmness of national intentions. ‘There 
is littke wonder that in view of riots 
and upheavals in many cities, neither 
the foreigner nor the Frenchman is con- 
fident as to the future. The country 
has been squeezed between fear of 
Germany and a reluctance to agree 
with England on European policies. 
Italy has been a friend and enemy by 
turns, and the outside observer can 
discern no consistent determination to 
work out the critical problems of the 
moment. Dipiomatically the country 
gained few substantial concessions and 
at the same time suffered the disadvan- 
tages of trying to maintain inconsistent 
ties with hostile nations. When these 
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solitical doubts have been strengthened 
by the quick shifts of financial specula- 
tion and considerable distrust as to the 
capacity to handle the large gold re- 
serve to the best advantage, there is 
adequate explanation for the sudden 
and destructive capital movements. 

In the third place, the decline in 
orices and the reduction in foreign 
trade worked considerable hardship on 
the business community. Here it is 
evident that the gold standard played 
a part, but the exact nature of its in- 
fluence cannot be precisely measured. 
There is still sharp disagreement as to 
the effects first of deflation and then 
of devaluation in England. The French 
situation is equally complex. Prices de- 
clined more than in England and the 
United States, but not so much more 
that the gold standard can be blamed 
for a large discrepancy. Furthermore, 
a deliberate deflationary policy, more 
consistent with the French attitude 
toward economic affairs than that of 
the Anglo-Saxon countries, is certainly 
responsible for a fraction of this de- 
cline. As far as commerce is concerned, 
world trade was shrinking at approxi- 
mately the same rate as French 
commerce; moreover the signs of an up- 
turn were evident in France in the 
first six months of 1935 quite irre- 
spective of the monetary policy. French 
commerce has rarely ventured far or 
made aggressive efforts to conquer new 
markets. It is natural, therefore, that 
in the trough of a depression there 
hould be a relative loss as compared 
with more aggressive competitors. A 
preference for home industries and 
amiliar trade relations has prevented 
a broad expansion on a lower price 
‘vel. The dependence on specialties 

i the assumption that other nations 
would come to Paris to buy, left the 
nation powerless to extricate herself 


from a prolonged depression. There 
was aconspicuous shift of tourist traffic. 
Combined with these three main 
reasons for the decline in production 
and economic unrest are many general 
characteristics of twentieth century 
France. A large and expensive bureau- 
cracy, a narrow money market, weak 
government credit, “splinter” parties, 
and confusion in political life, meant 
almost inevitable trouble in financial 
affairs. None of these factors was di- 
rectly related to the maintenance of 
the gold standard. No single change 
in financial policy would have made a 
substantial difference. The stimulus 
which would have come from an aban- 
donment of the gold standard, once 
used, would have worn itself out fairly 
quickly and left the country in much 
the same position as she found herself 
later. The only thing that could have 
saved France from the difficulties which 
piled up in a crushing load each year 
during the depression would have been 
on the one hand a sane and construc- 
tive budget policy, and on the other 
hand a more rapid recovery in other 
nations, stimulating luxury trades and 
encouraging tourist trafic. These in- 
fluences would have released tension 
and lessened mercantilism, but no such 
fortunate escape was accomplished. 


Probability of Devaluation 


Parliament assembled on November 
28 in a spirit of bitter dissention. The 
franc pressed hard on the lower limit 
set by the outflow of gold, and the 
stream of metal shipped to the United 
States increased in volume. All the 
significant indices showed the tide 
running against the French exchange, 
and the three successive increases of 
the Bank of France rate on November 
15, 21, and 25 indicated the temper of 
official opinion. 
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Then, after a drop in franc values, 
there occurred a characteristic and per- 
haps deceptive reversal in speculation 
and a relaxation of financial tension 
as Laval won a vote of confidence 
on procedure in the Chamber. 

For two reasons the temporary im- 
provement is not convincing to those 
who have been observing French af- 
fairs closely. The first is that the vic- 
tory was a sign of a desire not to upset 
foreign negotiations and to avoid re- 
sponsibility for the inevitable budget 
difficulties. The second reason for dis- 
counting the rise in the franc is that 
although both spot and future rates 
hardened, the engagements of gold for 
foreign shipment continued. 

Along with these signs of exchange 
troubles, persistent rumors as to the 
shift in French opinion on devaluation 
continue to impress experts in New 
York and London. Prophecy varies 
from anticipations of prompt devalua- 
tion to confident assertions that the 
French will hold to their present posi- 
tion in spite of everything. The only 
useful way to discuss present prob- 
abilities is to admit the complete in- 
calculability of the future, and then to 
draw up a balance sheet of pros and 
cons. In such a weighing of different 
prospects the force of the time factor, 
converting new individuals inside and 
outside the country to the arguments 
for devaluation, and the difficulty of 
winning any new adherents to the 
status quo, are always to be considered. 

At the present time the current is 
clearly in one direction, that is, toward 
devaluation; but the actual outcome 
in financial affairs is to a considerable 
extent the result of political factors, 
and in politics there can be quick 
reversals of even the strongest trends. 
On economic grounds alone—and com- 
plete isolation of economic factors is 
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essentially false—there would probably 
not be a reduction of the franc in the 
near future. On political! grounds— 
and politics have gained the upper 
hand in most countries in recent year; 
—a reduction of 20% to 30% seems 
highly probable. 

These limits to probable value, in- 
dicating a four- or five-cent franc, are 
chosen tentatively on the basis of past 
experience and also in the light of 
many informal statements not carrying 
the weight of authority, but yet sig. 
nificant. There are also economic rea- 
sons to indicate that it would not be 
worth suffering the disadvantages of 
devaluation unless a 20% cut were 
made. If devaluation were less than 
this percentage, domestic paper prices 
would not register any substantial rise. 
Moreover, the gold profit available to 
the government to solve the budget 
problem would be inadequate. The 
need to create a dramatic impression 
of accomplishment would fall short 
with the public accustomed to larger 
changes, and the ability to hold it at 
the new level would be questioned al- 
most as much as is the present value. 
If opinion were disconcerted by a sense 
of anticlimax, in case of a slight de- 
valuation, there would be no adequate 
rise in rentes to facilitate conversion 
operations. Meanwhile the clamor for 
more stimulus to production and trade 
would continue. 

The upper limits to a forecast are 
somewhat less definite but seem fairly 
clear to those who have already sensed 
the tenor of financial opinion. It 1s 
widely assumed that a 25% decline 
would adjust certain significant prices 
to international levels. More than 4 
30% drop would occasion a marked 
movement of wholesale prices and 
would disturb contracts, labor rela 
tions, security holdings, and fixed 
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bligations of all sorts. Such a per- 

entage would wipe out profit margins 
at many points and lead to unhealthy 
speculative gains at others. Moreover, 
‘4 greater declineis permitted, the dan- 


if ag 
.- of retaliation in trade barriers and 


gel 
competitive devaluation is increased. 

There have been, of course, a few 
cases where a larger degree of deprecia- 
tion has been accomplished without 
catastrophe, but contributing factors 
have lessened the impact. In the 
United States, for instance, the in- 
flationary effect that came with the 
depreciation of the dollar in 1933 was 
offset in part by strong deflationary 
nfluences. Confidence failed to give 
the expected stimulus to credit; com- 
merce was at a low ebb, and import 
and export prices failed to stimulate 
commensurate changes elsewhere. Even 
the public failure to understand many 
f the implications was a stabilizing 
influence. No brief can be held for a 
particular figure, such as 25%, but the 
xperience of other countries indicates 
that a large change in the value of 
money, say beyond 30%, greatly in- 
creases the social and financial dis- 
turbance. Moreover, the experience of 
France in 1926 indicates the difficulties 
which come when a currency is set so 
low that gold flows into reserves per- 
sistently and in large volumes. 

The devaluation which is considered 
imminent by many, however great the 
change may be, is not unavoidable 
from an economic point of view. The 
necessity so far as it exists is mainly 

litical and psychological. In the eco- 
nomic realm gains and losses are likely 
to balance fairly evenly for France, but 

1e world will have lost one more point 
i resistance against the pressure for 
udiation of obligations. 

The special characteristics of the 
French situation which have raised 


The French Franc in 1935 151 


tension to a high point have been 
mentioned briefly. Even granting these 
difficulties there are still two possible 
situations in which devaluation could 
be avoided. One would be a rapid rise 
in American prices, increasing French 
tourist trade and opportunities for 
exports, leading to a gain in the com- 
parative position of various types of 
productions and services. This change 
would have to come quickly to help 
solve the immediate political dilem- 
ma. The other more difficult way of 
escape would be to go farther along 
the road already chosen and reduce 
costs a little more so that French 
products could compete on more 
favorable terms. These readjustments 
of internal values would have to be 
executed so skillfully as to effect a 
real balance between price levels and 
enterprises. 

Even though the French nation is 
one of the few which really understand 
and value the attainment of low costs, 
it is very difficult to see what leader- 
ship is at hand to make possible such 
an ideal solution. Although there has 
been a strong deflationary sentiment, 
growing out of certain peasant instincts 
and based on a careful accounting of 
profit and loss, this cannot prevail in 
face of all obstacles. A memory of the 
losses and destruction in the inflation of 
1925 is dimmed by the discouragement 
over the present budget situation. 
The defense complex, distrust of Eng- 
land, a failure to understand American 
isolation, withdrawal from European 
problems, and a narrow interpretation 
of the functions of the League of Na- 
tions, are all working to set apart 
France from recent currents of opinion 
and to intensify her internal political 
struggle. The very nature of her de- 
flationary policy has led to economic 
introspection, and a_ supersensitive 
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awareness of conflicts of interests has 
set her entire social life on edge. 

In recent months the give-and-take 
among political parties is more difficult 


will distract attention from petty feuds 
and relieve immediate tension. It js 
almost inevitable in such a situation 
that the possibilities of a swift stroke 


TABLE I 
ForeicGn ExcHANGE AND Go_tp MoveEMENTS 
Foreign Gold Movements (in millions of dollars) Bank of France (in billions of francs) 








Exchange on the basis of pee 
ow ’ oreign 
ee 1 ounce = $35.00 Gold Fr ah 
Imports Exports Reserve Holdings 
1933 
Jan. 3.90 63.2 82.2 4.4 
Feb. 3.92 2.9 81.0 4.4 
Mar. 3-94 28.2 80.4 4.4 
Apr. 4.10 81.5 80.9 3.8 
May 4.59 162.4 81.0 3.9 
June 4.80 79.1 81.2 4.0 
July 5.46 85.9 82.0 4.0 
Aug. 5.37 90.8 82.2 ‘9 
Sept. £47 73.7 82.1 2.6 
Oct. 5.82 44.3 81.0 2.6 
Nov. 6.27 89.6 77.8 t.3 
Dec. 6.12 77.2 ce 3.2 
1934 
Jan. 6.21 12.2 oF.3 £5 
Feb. 6.46 175.9 74.0 I.t 
Mar. 6.58 232.7 74.6 1.i 
Apr. 6.62 1.4 75.8 1 
May 6.61 30.9 a7 .6 1.1 
June 6.60 6.4 : 79.5 1.2 
July 6.59 2.9 80.3 ‘a 
Aug. 6.66 15.1 82.0 1.1 
Sept. 6.67 1.0 82.3 1.0 
Oct. 6.62 22.7 82.5 0.9 
Nov. 6.59 65.6 82.1 1.0 
Dec. 6.60 eg 82.1 1.0 
1935 
Jan. 6.58 7.8 82.0 1.0 
Feb. 6.59 32.5 82.0 1.0 
Mar. 6.62 19.1 82.6 1.0 
Apr. 6.60 103.1 80.9 % 
May 6.59 190.3 71.8 2.2 
June 6.61 393.6 71.0 1.2 
July 6.62 as 7.4 1.2 
Aug. 6.62 56.3 94.97 1.2 
Sept. 6.59 29.3 72.0 1.2 
Oct. 6.59 *180.0 71.9 ‘2 
Nov. 6.59 *290.0 69.0 1.0 


* These figures are provisional and estimates. 


Source: The Federal Reserve Bulletin. 


since there are few foreign advantages 
to be traded. As reconciliation and com- 
promise become constantly harder to 
accomplish, there is a natural tendency 
to seek for some dramatic act which 








to cut loose from the present gold value 
would seem to offer opportunities for 
readjustment and to stimulate energies 
in new directions. It is indeed likely 
that such an action would tend for 2 
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at least to bring greater unity in _ the disparity of price levels or complete 


euds time 

“sa estic policy. It would also relieve discouragement over the tourist trade, 
tion -emporarily economic pressure on prices but the need for revenue. It is essential 
roke -nd gold reserves, and would stimulate to find eight or ten billion francs to 


new types of speculation and new _ add to the government’s resources or 
branches of production. to subtract from expenses. Only two 
[here are, it has been suggested, sources seem evident in view of present 


two economic escapes from present money market conditions—that is, the 


WU 


, TABLE II 
GENERAL Economic INpICcES 
Unemploy- Unemploy- 
ment in ment 1n 
Wholesale Industrial Receipt of Wholesale Industrial Receipt of 
Prices Production Benefit Prices Production Benefit 
1913 = 100 1928 = 100 (000’s) 1913 = 100 1928 = 100 (000’s) 
1933 1934 
Jan. 411 70.7 316 June 379 62.6 311 
Feb. 404 71.7 332 July 374 58.6 320 
Mar. 390 69.7 314 Aug. 371 55.6 325 
Apr. 387 68.7 310 Sept. 365 54.5 323 
May 383 71.7 277 Oct. 357 55.6 384 
403 75.8 252 Nov. 356 59.6 375 
401 77.8 240 Dec. 344 59.6 419 
397 78.8 234 
397 78.8 227 1935 
397 77.8 233 Jan. 350 61.6 487 
403 76.8 258 Feb. 343 62.6 503 
407 75.8 313 Mar. 335 59.6 484 
Apr. 336 59.6 452 
1934 May 340 63.6 423 
405 76.8 332 June 330 64.6 403 
4 76.8 351 July 322 67.7 381 
394 yy eg 346 Aug. 330 66.7 381 
387 69.7 335 Sept. 333 
281 66.7 323 Oct. 342 


al Reserve Bulletin, except for Unemployment and Production which are taken from the Monthly Statistical Bulletin of the 


lties, but since the troubles are — gold reserves of the Bank, or conver- 
nsiderable extent political in — sion of the debt to reduce the heavy 

t is logical to point to the possi- _— interest charges. 
somewhat remote but still exist- Many Frenchmen know that trade 
sudden unpredictable political may benefit very little and for a com- 
A shift in diplomatic alliances paratively short period from a cut in 
nges in the African situation the franc, but they can see a direct 
ght divert attention from money _ gain for the budget. Commercial access 


and reverse the direction of | to Germany and Italy is restricted; 
id flow. Such an event may occur tariffs hamper trade with England and 


but unless it comes quickly the | the United States; there are few coun- 

is possibility of deliberate inter- tries which would take advantage of 

ane nin the value of the franc should __ the price movements that follow cur- 
- lowed for in all plans for future —rency changes. Devaluation now, in an 

business, age of sophisticated finance, with ma- 
nel) (he most convincing and urgent sign — chinery developed to counter the falling 


bable devaluation, then, is not exchange as it affects imports, is quite 
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different in its effects from earlier de- 
clines that were not met so quickly by 
tariff adjustments. It would bring a 
sense of relief from strain comparable 
to that experienced in England in 1931 
and in the United States in the spring 
of 1933. There might even be a boom 
like that of July of that year in this 
country. There, as here, it would prob- 
ably be short-lived unless stimulated 
from other quarters. There would cer- 
tainly be some gain worth striving for 
if it were possible to introduce a new 
state of mind and to divert energy 
from fruitless political agitation to 
constructive efforts in business and 
trade. 


Possible Advantages of Devaluation 


The deserted streets of Paris and dis- 
tressing riots in the last few months 
have shown that France is suffering 
from some very real difficulties, even 
if they are not all the outgrowth of gold 
standard conditions. The European po- 
litical controversies have not been easy 
to untangle. The deflation policy has 
worn down the patience of shopkeepers 
and producers in the long trough of a 
depression. ‘The tourist trade, quick 
to respond to money changes, more 
conspicuous when underscored by 
exchange fluctuations, has drifted else- 
where while the more permanent for- 
eign residents have migrated to cheaper 
countries. The drain of gold, although 
largely of professional origin, has in- 
creased general nervousness. 

Over against these causes of distress 
can be set the probable advantages 
from devaluation. One is the rise in 
paper prices, stimulating speculation, 
and accompanied by the reduction of 
gold prices for the importer of French 
goods. Tourist trade and the hotel 
business would benefit most directly. 
Luxury articles, such as gloves, soap, 





and perfume, would probably rise on 
the list of exports, but here again keen 
competition has developed at many 
points and no doubling or tripling of 
the volume could be expected. The 
price of imports would, of course, rise 
in terms of francs and the commodity 
index would set the peasant at variance 
with the industrial community. 

The gold movement would, for 
many reasons, be toward France. It 
is conceivable that speculators would 
consider that at the new level Paris con- 
stituted a safe refuge for the precious 
metal. If the new rate were consistent 
with basic economic conditions, the 
reserves in the Bank of France would 
mount still further. Such an action 
might possibly be countered by gold 
embargoes or restrictions in trade else- 
where, but in any case steady streams 
of legal and illegal gold would probably 
flow toward Paris. 

The most notable gain expected from 
such a move would be an improvement 
in the budget problem. A probable se- 
quence of events would be a return of 
French capital to Paris, a reinvestment 
in rentes, a decline of the yield on gov- 
ernment securities, and refunding op- 
erations at a lower rate of interest. Such 
a chain of events might make possible 
a saving of five or six billion francs 
in debt service. This saving, with the 
added possibility of confiscating a theo- 
retical gold profit, would render an in- 
crease in taxation unnecessary for the 
present. The political temptation is 
obvious; alternatives are hard to see. 

The alleviation of budget strain 
is evident but the possible price ad- 
vantages are more obscure. So much 
argument has developed in respect to 
comparative price levels that it is im- 
portant to recall the British and Bel- 
gian experiences, and to keep in mind 
the slow response of American prices to 
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, variety of inflation stimuli. England 
experienced no proportionate upward 
swing in paper prices in 1931, nor did 
industry receive a stimulus commensu- 
rate with devaluation. The Belgian and 
American situation can be compared 
with the British, and in no case has the 
price adjustment done exactly that 
which would have been expected on 
theoretical grounds to conform to a 
new gold basis. 

Speculation would undoubtedly seize 
upon the swift movement of values 
following any break in the franc. The 
fow of funds toward France would 
stir business to a new activity. Essen- 
tially, however, a large part of this flow 
f funds would be what is known as 
“nervous” money. It is usually bad 
for the countries that receive it and 
weakens the countries that lose it. In- 
ternational funds that have not even 

temporary home are an embarrass- 
ment to any money market. Paris, 
New York, and London have all experi- 
this phenomenon. They have all 

fered from the sudden ebb and flow. 
After the distressing events of 1931 
nd 1933 no wise financial leadership 
would encourage large movements of 
this character. The volume of French 
holdings abroad would probably be 
reduced and a movement in concen- 

ic circles toward Paris might seem 

) strengthen the monetary situation, 
but might increase concentration on 
lomestic enterprise to a dangerous 
degree. Little that is definite can be 
discovered about foreign holdings in 
France, or French holdings abroad; re- 
liable opinion suggests that France 
would gain to the extent of several 
hundred million in the back flow from 
foreign investments, but would lose 
a certain diversity which might come 
with participation in enterprise outside 
her boundaries. 
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Commercial conditions might be- 
come more advantageous, but an ex- 
amination of value and volume of 
exports over a period of ten years and 
of particular commodities sold abroad 
would indicate the existence of a 
slender margin of elasticity. Exports 
declined during the depression at 
about the same rate as world trade, 
that is, 30%, and imports about 20%, 
and both regained a small part of the 
losses in 1934. It is likely that some 
further improvement can be expected. A 
rise of 500 or 1,000 million francs in the 
value of exports would stimulate busi- 
ness activity in spite of the dampening 
effect of the increased cost of imports. 

The strength of the gold position of 
the Bank of France after continuous 
pressure and frequent rumors of de- 
valuation might become in the future 
a source of weakness. If the financial 
policy is such that more metal is added 
to these hoards, it will increase to some 
extent a temporary advantage but will 
postpone by many months the possi- 
bilities of a broad international stabili- 
zation. Efforts will undoubtedly be 
made in many countries to prevent a 
further drain of gold to France. Such 
efforts are neverentirely successful. The 
United States was forced to abandon 
restrictions and take a more liberal gold 
position after 1933 in the interests of 
finance and commerce. Many countries 
will be faced with the same dilemma as 
that encountered by England and the 
United States. They will have to risk 
losses in gold or else face new restric- 
tions and uncertainties in commerce. 
The choice will be inescapable, but the 
decision either way will harm and slow 
down business recovery. 


Five Types of Devaluation 
Immediate prospects indicate, not 
an abandonment of the gold standard, 
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but a change in French gold price. 
It is not likely that any financial ma- 
neuvers on the part of France will 
greatly strengthen her political bargain- 
ing power or develop her money mar- 
kets to a high level of influence as 
compared with New York and London. 
French experience has not been of 
a character to enhance her financial 
power in such a crisis. There has always 
been a strong feeling that the 1926-1928 
stabilization was selfish and destructive 
in its influence on international cur- 
rency and credit. There is still a widely 
diffused sentiment that the mainte- 
nance of the gold bloc has been a narrow 
and restrictive policy. There is no likeli- 
hood that the new exchange leverage 
on other countries can be of real help 
to France as a financial power. The 
reality of certain temporary advantages 
cannot be questioned, but the extent to 
which they could be used raises serious 
doubts. 

The bargaining power which France 
can derive from changing the value of 
the franc will depend on the choice be- 
tween widely different courses. If, for 
instance, she elects to return toa some- 
what automatic gold standard at a 
new level, she will draw gold and at 
the same time continue to stand aloof 
from other nations. If she aims at a 
higher degree of management with a 
restricted gold bullion standard, she 
may use her position to intervene at 
strategic moments in international fi- 
nancial affairs. The probability of a 
large stabilization fund, a natural ac- 
companiment of a cut in the gold value 
of the franc, would give her an addi- 
tional weapon in dealing with other 
countries. 

At least five different courses are 
theoretically open to France in case 
of devaluation. Each has different im- 
plications and mechanisms. They can- 


not be rigidly classified, since they are 
changing and evolving, but each has 
notable distinguishing features. They 
can be described as follows: 

1. Revised gold standard—Belgium 

2. A managed standard—England 

3. Managed dependent standard 
(linked with sterling)—Sweden 

4. Multiple standards—Germany 

5. Administrative bullion standard 
—United States 
Each of these cases has entailed a 
different emphasis on exchanges, prices, 
and gold. In each there have been dif- 
ferent types of freedom. 

Belgium stepped down from one gold 
ratio to another and maintained a 
fairly automatic gold standard on the 
new level. There was comparatively 
little change in methods and proce- 
dures; the aim was to relieve exchange 
pressure, to turn over a gold profit to 
the Treasury, and to facilitate certain 
internal recovery measures. 

England, although forced to go off 
gold by irresistible pressure in 1931, 
took advantage of this situation to 
extend the area of management and 
restrict the points at which the gold 
standard impinged on the domestic 
situation. Considerable attention was 
still focused on the external value of 
the pound, but a greater degree of effort 
than before was directed toward modi- 
fying the existing dispersion of internal 
prices. This policy was carried out in 
part by monetary measures but was 
further strengthened by action to in- 
crease the price of imports througl. 
tariffs. Financial efforts were successful 
in that they restricted the fluctuations 
of the pound to a narrower zone, but 
they were unsuccessful in their failure 
to cause a commensurate price rise or a 
rapid recovery of production. 

Along with the British monetary 
changes came at least four other major 
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in economic reconstruction. The 
for a substantial recovery from 
e 1931 depression level must be 
-d among them. These measures 
debt conversion, industrial re- 
modification of relief and 
insurance laws, and tariff changes. 
Neither “management” nor devalua- 
n is clearly responsible for a major 
rtion of the improvement. 
Germany took an entirely different 
irse and succeeded in isolating va- 
is internal and external price levels 
y means of vigorous controls. There 
were two or three types of standards 
governing as many separate price levels 
lomestic trade, foreign commerce, 
nd tourists. Strict regulations set up 
rriers to limit the reaction of distinct 
price systems on each other. By 
sacrificing freedom she managed to 
intain a narrow official exchange 
et on a gold basis, but actually 
internal price level was divorced 
world prices almost as completely 
vas that of Russia. Here we find 
n anomalous situation not apt to be 
pied in democratic countries, but 
in interesting example of an ex- 
e modification of the gold standard. 
Sweden abandoned gold in 1931 and 
wed England, joining the sterling 
, carrying further her attempts to 
rol internal prices, and permitting 
exchange rate to fluctuate with the 
nd in a narrow zone. The money 
lard of Sweden was thus in a sense 
lirect, and dependent. It was twice 
inaged, in that the relation to the 
“managed”? pound sterling was arti- 
ly maintained. The degree of con- 
ious guidance has probably been 
exaggerated, but in any case it is evi- 
lent that the currency was not allowed 
drift on an automatic standard. 
[he United States is yet another 
‘which might exert some influence 
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17 
on France. Her devaluation, unneces- 
sary from the point of view of gold 
and capital movements, was under- 
taken in order to raise prices. Here, 
as in France, political confusion and 
economic uncertainty made dramatic 
action seem advisable to those in 
power. The shift was to a modified 
gold bullion standard with the main 
emphasis on domestic prices, and with 
the foreign exchanges controlled partly 
as an instrument of international bar- 
gaining. Fundamentally the program 
took little account of foreign exchange 
rates, but in practice there was some 
tendency to use the stabilization fund 
at least to prevent other nations from 
undertaking competitive devaluation. 

There are then at least five distinct 
types of modifying or abandoning the 
gold standard in the past two years. 
There is a sharp contrast between the 
first, Belgium, the change in level with- 
out abandoning the mechanisms, the 
second, England, the modified use of 
the mechanisms with a view to more 
flexible and more tenable an exchange 
position, the third, Germany, the com- 
plete abandonment of the mechanisms 
and of the normal dependence on gold, 
and the fourth, Sweden, the attempt to 
moderate prices by a link with sterling 
exchange, and the fifth, the United 
States, the effort to raise prices. 
In all these cases the inevitable conflict 
between the control of prices and the 
exchange rates emerges clearly. Eng- 
land, with a longer experience at man- 
aging money and credit, has achieved 
a more balanced intervention than have 
the other countries. There is less stress 
and strain in the manner of administer- 
ing the stabilization fund, and less 
disturbing sense of uncertainty in re- 
spect to the future changes in the 
value of money. France may choose 
the procedure adopted by Belgium or 
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that followed by the United States. 
She is hardly equipped to act as Eng- 
land and Sweden have, and will 
undoubtedly avoid the costly experi- 
ment of Germany. 

It is probable that in France, as in 
Belgium, devaluation, if it comes, will 
take place quickly and will not be 
preceded or followed by a prolonged 
crisis in the exchanges. There is reason 
to think that the United States and 
England would have some warning, 
and that the other gold bloc countries 
would be prepared to follow France 
almost at once. It is likely that before 
setting a new level for the value of the 
franc some concession would be gained 
from England, to the effect that a bona 
fide effort by France to hold firmly to a 
new ratio and to refrain from competi- 
tive depreciation would be accom- 
panied by assistance from England in 
maintaining steady exchange rates and 
the protection which her equalization 
fund affords. The French are almost 
certain to take over a “gold profit” for 
the Treasury and to set up a stabili- 
zation fund. 

The exact course pursued may take 
some elements from all these cases, and 
the success or failure will be condi- 
tioned by many contributing factors. 
Past experience shows that a heavy 
price is paid for any monetary change, 
and a false step extracts a double fee 
from a distressed economic system. 


Recent Crises 


Two exchange crises have occurred in 
1935—that occasioned in part by Bel- 
gian devaluation in the spring, and 
that brought on by internal political 
troubles in the autumn. Twice France 
has lost more than half a billion dollars 
in gold; twice the forward rates have 
soared and the discount rates have been 
jumped up by quick changes. 





Discount Rates—BAnkK oF FRANCE 


1935 
May 24 3 July 19 3% 
27 4 Aug. 9 3 
29 6 Nov.15 4% 
June 21 5 21 5 
July 5 4 25 6 


The critical times are conspicuous on 
the chart opposite, reflected in the 
sharp movement of the curve of gold 
exports as the flow toward New York 
increased. The decline of gold reserves 
is also striking. Current foreign ex- 
change quotations, on the other hand, 
do not reveal the pressure which exerted 
its full impact on the gold supply. For 
this reason the go-day rates indicating a 
large discount for francs in dollars have 
been shaded in on the chart to indicate 
the turn of speculation against the 
franc in the recent months of 
strain. Wholesale prices have not been 
governed mainly by the gold stand- 
ard difficulties, but have begun to 
rise slowly in concert with world 
prices. 

In connection with these flights from 
the franc it must be observed that the 
possibilities of support from other coun- 
tries are distinctly limited. Stabiliza- 
tion funds cannot risk large losses. 
English and American intervention, 
therefore, is limited mainly to two 
forms: either the purchase of gold for 
probable export later, or the facilitating 
of immediate gold exports by technical 
measures to make easier the physical 
shipment of the metal. American in- 
tervention last May is an instance of 
temporary help which had no lasting 
economic effects. It did not strengthen 
the franc except in so far as it steadied 
temporarily spot rates without chang- 
ing basic conditions. 

A similar attempt to aid the French 
now would be discounted by specula- 
tors and would probably be less con- 
structive unless accompanied by more 
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flict, and was swelled by gold actually 
coming from Italy. 
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The second flight from the franc 
ing September 9 was undoubt- 
edly accentuated by the Ethiopian con- 





The third act of the financial drama 
will bring new surprises, but will almost 
certainly end this particular gold stand- 
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ard episode. On the basis of gold alone 
the franc will not crash. Under pressure 
from hostile political groups and dis- 
trusting professional exchange opera- 
tors it is apt to yield the ground so hard 
fought for four years and to fall to a 
lower level. The hotel keeper, the lux- 
ury producer, the inflationist, are 
gaining allies. Even the theoretical 
economists are beginning to recognize 
the persistent arguments for devalua- 
tion as increasingly difficult to answer. 
Italian gold premiums add to the 
difficulties of France. 

The budget problem is acute. Swift 
action of an impressive nature must be 
won from a divided and uncertain 
Parliament. If it is devaluation, the 
cause of stabilization may be harmed, 
but the world will not be surprised. 
Only in a very limited sense can it be 
argued that currency stabilization will 
be aided by devaluation. To the extent 
that the breakdown of the gold bloc is 
considered inevitable it must, obvi- 
ously, precede stabilization in time. In 
no important respect, however, will it 
bring the conditions essential to es- 
tablishing a new and lasting system of 
European exchange rates. The result- 
ing shift in price levels may help a little, 
but there is considerable controversy 
as to the nature of the present disparity 
and equal uncertainty as to the exact 
results of a change in the franc. 


The date for the new order in cur. 
rency relations is in all likelihood 
several years in the future. If the franc 
is held to its present gold ratio, prices 
will have completed an adjustment par- 
tially accomplished now. World prices 
are moving upward and French ex- 
ports are very responsive to prosperity, 

Stabilization prospects are postponed 
largely because of inflation possibilities 
in the United States. English opinion as 
to the future of world prices and trade 
is a major determining factor. There 
can be no decided action until British 
experts are confident of a favorable 
commercial situation. There are several 
unavoidable preliminaries to negotia- 
tions for permanent stabilization. These 
are: a greater degree of confidence in 
financial integrity and contracts, bal- 
anced budgets in leading countries, 
freer commerce, adjustment of inter- 
allied debts, rising prices, schemes for 
redistributing gold or safeguarding the 
gold exchange standard. French finan- 
cial action is powerless in the face of 
these difficult requirements. England 
holds the key to the situation, but she 
cannot use it until there is a further con- 
vincing definition of American policy. 
Meanwhile the franc is fluctuating 
daily, a victim of present conflicts of 
opinion and of accumulated influences 
from past repudiation, mercantilism, 
and war. 
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HE first thing for any leader to 
be clear about is the character 
of his task. What is he to lead? 

For what purpose is he leading? And 

t is the nature and the measure of 
control? Perhaps these questions 
ind elementary, but a little consider- 

n will show that a failure to answer 

them is responsible for much of the 

prevalent industrial confusion. 

What is the industrial executive to 
ead? Certainly not the several hundred 
r thousand employees under his nom- 

| control, for no human being could 
direct intelligently such a number of 
separate individuals. Any executive de- 

pends on a following organized into a 

herent system of integrated groups, 

with its logical purpose and its ac- 
istomed activities. 

\ well integrated body of men is cap- 

f being effectively led, but not a 
disintegrate rabble. Thus an executive 
has two functions to perform at one and 
the same time. He has to integrate his 

lowers and he has to assist them to 

achieve some common purpose. In a 

sense these two functions are really one, 

‘or a group will integrate to an extent 

easured by its satisfaction in work. 
he present lack of adequate integra- 
tion in industry suggests an exami- 
nation of the ways in which labor’s 
present occupations fail to measure up 
to the standard of their needs. 


Uostacles to Leadership: Non-economic 
and Economic 


Our thoughts at once turn to eco- 
nomic considerations, and quite clearly 
hese are important matters; but expe- 
rienced executives know how much in- 
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dustrial friction centers around matters 
other than merely economic. In this 
connection trade agreements are most 
illuminating; these so-called agreements 
are documents presented by one party 
—usually a union—for acceptance by 
the other party—the employers. Al- 
most everything under the sun is the 
subject matter of some trade agreement 
or other, even down to the provision of 
adequate clocks in workshops. Presum- 
ably every matter regulated by a trade 
agreement has seemed of importance to 
someone, and the scope of these mat- 
ters is so bewilderingly wide that at first 
sight nothing can be made of it. 

One thing clearly emerges from a 
study of trade agreements; the worker 
is not confining his attention to strictly 
economic considerations, although he is 
thinking of these, too. The worker is 
thinking of his entire range of activi- 
ties and interests, and evidently these 
matters do not seem to him to be ade- 
quately guarded by the ordinary indus- 
trial procedures. Of course, any one 
trade agreement will only mention a 
very few items, apparently chosen at 
random. One agreement will specialize 
on clocks and conditions of dismissal, 
whilst another will minutely regulate 
the conditions under which the worker 
may be paid by check, a third will spec- 
ify the apportionment of types of work 
as between grades of workers, and a 
fourth will determine at what place in 
a worker’s daily travel he shall be 
deemed to be “‘on the job.”” And soon; 
the list is endless. 

If they did nothing else, trade agree- 
ments would remind us that firms are 
associations of men and women, organ- 
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ized for an economic purpose but neces- 
sarily involving, either directly or 
indirectly, the whole range of its work- 
ers’ interests, hopes, intentions, and 
acts. There is no escape for industry 
from a full participation in the life of 
the community. This is a hackneyed 
statement, for everyone realizes that in- 
dustry penetrates into the homes of a 
civilized community. What is not so 
well understood is that the community 
has entered into the workshops and 
offices of industry. In other words, in- 
dustry is peopled with men and women 
bringing with them their entire stock 
of interests and sentiments, and above 
all their social sentiments, which are 
among the oldest and deepest senti- 
ments they possess. 

This is the real starting point of our 
problem. For industrial relations in- 
volve social sentiments in the same de- 
gree as do relations in any other sphere 
of activity; and leadership in industry 
cannot be effective unless it takes full 
account of those social sentiments 
which give to industrial groups their 
capacity for integration. 


Management and Group Integration 


At one time it would have been very 
difficult to discuss the practical func- 
tioning of associations or groups for 
lack of systematic research in this di- 
rection; but more recently a number of 
careful studies of actual groups have 
been made. These reach all the way 
from primitive tribes, trading and man- 
ufacturing bodies, political groups, na- 
tional groups, city groups, down to 
small industrial groups within a single 
workshop; and certain generalizations 
seem to apply to them all. 

Every successful enduring group of 
whatever kind is found to be perform- 
ing two related services for its mem- 











bers. In the first place, the group js 
organized for some explicit purpose, 
and this purpose is broadly economic in 
character. This is the avowed object of 
every enduring group, and this is the 
function of leadership that is invariably 
recognized. , 

But human interests and needs are 
also social. It is the economic motive 
within a social setting that is of impor- 
tance to human beings. Very little ex- 
penditure but is heavily conditioned by 
the habits, customs, and sentiments of 
those around us; the very range of our 
furniture, the food we eat, the arrange- 
ment of our days is the outcome of so- 
cial conditioning and sentiment. So no 
group can remain integrated for long 
unless it is so led as to satisfy its mem- 
bers’ social sentiments. That is to say, 
the group must find in its work activi- 
ties some satisfaction based on inter- 
human relationship. 

Moreover, it is repeatedly found that 
the integration of a group depends pri- 
marily on habitual actions performed 
in common. Integrating sentiment is 
built up just in so far as these habitual 
social acts are encouraged and main- 
tained; while any blow to accustomed 
collaboration proves equally a blow at 
integrating social sentiment. 

It is important to be clear as to ex- 
actly what constitutes a social act. This 
may take the form of a conversation or 
a dinner party, but these are not the 
types of social acts that integrate work- 
ing groups. What are referred to in an 
industrial situation are the routine ac- 
tions performed by one man to fit in 
with the actions of some other member 
of the group. When a worker bares the 
end of an insulated wire to enable his 
neighbor to solder that wire to a ter- 
minal, that is a social act. Socialization 
of activity occurs when it is guided or 
modified by the activities of others. In 














; sense very little activity is entirely 
jevoid of a social element. 

Endless examples might be quoted to 
‘Ilustrate the connection between social 
routine and group integration. For in- 
vestigation shows that social behavior 
‘s exhibited at levels far below explicit 
attention or knowledge, and on these 
levels of behavior are built up senti- 
ments supporting group integration. 

This constitutes a first generalization 
with respect to group behavior: Group 

tegration depends on routine relations 

ween people developed over a period of 
timé.” 

Conversely, the interruption of rou- 
tine relations is the surest method of 
causing disintegration within a group. 
The social sentiments, friendships, loy- 
ities, and work interests, are cut off 
from their roots; for no sentiment is 
wholly without relation to action, al- 
though the connection is often hidden 
from easy view. Moreover, stable social 
sentiments are of comparatively slow 
growth for the most part, and when 
broken down not only do they rebuild 
slowly, but their decay is apt to be as- 

iated with antisocial or disruptive 
sentiments. 

This leads to a second generalization, 
for sentiments once aroused have a life 
of their own and they resist violent 
extinction. 

A group will quite unconsciously re- 
sist any threat to its own cohesion. The 
Western Electric Company, in their 
Hawthorne researches, have contrib- 
ited to our knowledge on this matter. 
A study was made of a group of skilled 
workers, men, who were behaving in 
such a manner as to isolate themselves 
rom the apparent vagaries of mana- 
gerial control. Management, for no 
loubt adequate logical reasons, is prone 


$ matter is discussed at greater length in a pre- 
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article, ““‘Human Relations within Industrial 
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to rearrange the working conditions of 
its workers with scant regard for the 
social routines and sentiments it is un- 
wittingly breaking. In consequence, in- 
dustrial groups develop a series of 
routines designed to nullify the effects 
of managerial activity. These routines 
are not logically evolved, and for the 
most part are explained by the workers 
on entirely different grounds; nonethe- 
less they are only found in groups fear- 
ful for their own survival. I refer to 
such matters as eliminating fluctuation 
of output, which is closely related to 
restriction of output; a failure in pass- 
ing information up the supervisory line; 
and generally a lack of cooperation in 
the economic purposes of management. 

The Western Electric researches are 
very relevant to this problem, but the 
same behavior has been observed in 
studies of other industrial groups. 
Mathewson in his investigations into 
“Restriction of Output among Unor- 
ganized Workers” draws a _ similar 
picture. 

Clearly management’s concern should 
be to assist group integration among its 
workers, and to be in some sense in- 
cluded within that group. At all costs 
the management must avoid action 
which may seem to threaten the habit- 
ual routines of a group, for in that case 
the group will react by putting itself be- 
yond the possibility of intelligent lead- 
ership. Anyone who has watched the 
fate of so many logically adequate mo- 
tivation devices will know exactly what 
happens when a group resists its ap- 
pointed leaders. 

So the second generalization amounts 
to this: 4 group will resist any outside 
threat to its own integrity by withdrawing 
into a self-made shell, and so ceasing to 
collaborate effectively with the larger so- 
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ciety around it. This is group integration 
at a low level; it maintains some sort of 
internal integrity at the cost of its 
external integration. In particular, if 
a group feels itself to be threatened by 
the activities of management, the group 
will, so far as is possible, exclude the 
purposes of management from the 
scope of its intelligent consideration, 
and it will blindly fight every effort of 
leadership from that quarter. 

There are a number of ways in which 
management could do something to 
avoid threatening the integrity of the 
groups within their control. For in- 
stance, management might adopt a 
wholehearted belief in the value of so- 
cial integration. For, curious to relate, 
in spite of endless talk about the value 
of “esprit de corps,” “‘morale,” and the 
like, many executives become visibly 
uneasy when this sentiment begins to 
build up in the only way possible to it. 
What is asked of the worker is a vivid 
loyalty to some high abstraction vari- 
ously referred to as ‘Company Policy,” 
“The Firm,” or even ‘The Principles 
for Which We Stand.” 

But loyalty is a social sentiment and 
it is built on routine collaboration, 
starting with quite small groups within 
the structure, and gradually spreading 
outwards as these groups begin to 
integrate among themselves. The prog- 
ress of loyalty is from small to larger 
associations; this is the story of Ameri- 
can Federalization; it represents the 
historical growth of most large com- 
panies, and it is the story of integration 
in any wide association of human 
beings. 

What is feared of integration within 
a small group is that the group may 
organize itself in opposition to the 
larger whole—and this it will certainly 
do if its existence be threatened; but 
equally, a protected group will en- 








deavor to satisfy its wider interests by 
collaborating with the organization of 
which it is a logical part. 

Talking is usually discouraged among 
workers, and undoubtedly when over 
indulged such behavior leads to ineff- 
cient work. On the other hand, there js 
evidence to show that, in some circum- 
stances at least, permission to talk not 
only makes it more possible for a group 
to integrate itself, but the very fact of 
permission is visible evidence of man- 
agement’s attitude toward group inte- 
gration. Western Electric experience 
suggests that, in so far as the group is 
collaborating freely with the manage- 
ment, the group itself will control talk- 
ing and any other activity when the 
work shows signs of suffering thereby. 
Again, rest pauses have not only a di- 
rect effect on work habits but also facil- 
itate interhuman contacts. In such 
ways management not only encourages 
group integration, but also captures the 
loyalty of the group by a demonstra- 
tion of interest in its well-being. 

However, it is not always possible in 
a progressive firm to avoid breaking 
down groups as a result of technological 
advance or for other reasons; and in 
any firm draughtsmen can be seen with 
plans of available floor space working 
out some improved arrangement of ma- 
chine tools or of office desks. But every 
tool or desk presupposes a worker, and 
it is relevant to suggest that not only 
is there a better and a worse spatial 
arrangement for the stage property, 
there are also better and worse disposi- 
tions of the actors themselves. Yet it 
would be very exceptional to see a 
planning department spending its time 
in devising arrangements to secure 
continuity of existing groups. I have 
never witnessed this sort of planning, 
and yet it would be well worth the 
trouble. 
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Leadership to Meet Necessary Change 


Probably we are all ready to admit 
hat the maintenance of integrated in- 
dustrial groups lies somewhere at the 
root of successful employer-employee 
relations, but the main problem has yet 
to be faced. It is possible to go a long 
way in the direction of encouraging 
group integration, both inside the 
croup, and as between groups; but only 
to a very limited, though important, 
extent is it possible to prevent frequent 
changes in the social routines of each 
individual or small group. Cooperative 
sentiments are slow to build and easily 
broken, and if their existence in a firm 
were to depend on the rigid mainte- 
nance of the status quo, then the out- 
look for industrial leadership would be 
black indeed. 

And so the real problem for indus- 
try amounts to this. If we assume 
every assistance on the part of man- 
agement for the building and guarding 

f intra- and inter-group integration, 
under what conditions will the workers 
accord their management the right to 
lead them through the continuously 
changing path of economic efficiency? 

This is after all the common need of 
all ranks from bench hand to president; 
not one of these men is working for the 
pure joy of the activity. They all wish 
for a successful economic issue to their 
labors, but they wish for economic effi- 
clency as an essential aspect of their so- 
cial framework. The bulk of these men’s 
lives is spent within the walls of the 
factory. If in the process of securing 
economic efficiency the social frame- 
work is destroyed, then the situation 
becomes intolerable; and equally, if in 
securing a full measure of interhuman 
activity, the economic purposes are 
neglected, again the situation collapses. 
Leadership is required to promote both 
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the economic and the interhuman as- 
pects of activity. Each depends for its 
value upon the other, and together they 
constitute social living. 

If the history of any group with a 
record of successful and enduring inte- 
gration be carefully examined, two 
things will be noticed. First, the group 
is at its best during those periods in 
which the leadership is vigorous. And, 
secondly, when the group is being effec- 
tively led its character and functions 
are undergoing marked change. 

Of course, we must not be misled by 
names and formal descriptions. One of 
the unconscious devices by which a 
changing organization preserves its con- 
tinuity is in the adoption of a formal 
description which will cover the extend- 
ing range of its activity. For instance, 
consider the Supreme Court of the 
United States. This group has a long 
and honorable history, and its formal 
description would cover that record 
from the beginning to the present day. 
But every school boy knows that the 
Supreme Court began with a strictly 
legal objective, the last court of appeal 
in a hierarchy of essentially similar in- 
stitutions, and it has emerged as the 
guardian and interpreter of its coun- 
try’s governing activities—a complete 
and far-reaching evolution of function. 
One of the finest periods of the life of 
the Supreme Court took place under 
the leadership of Mr. Justice Marshall, 
a vigorous leader during a period of 
great change. Another successful insti- 
tution has been the British Parliament 
during the nineteenth century, and here 
again its most effective activities have 
been during periods of strong leader- 
ship and marked change. 

Any group or institution, from reli- 
gious bodies to industrial companies, 
will show the same relation between ef- 
fectiveness, leadership, and change. 
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The outstanding period of American 
Trades Unionism, under the vigorous 
leadership of Samuel Gompers, was not 
marked by a pedantic maintenance of 
the status quo in union activity. Pre- 
cisely the same thing applies to indus- 
try; firms disintegrate as soon as they 
cease to evolve. Finally, in small indus- 
trial groups, involving only a handful 
of workers, their periods of effective 
integration are found to depend on 
change guided by competent leaders. 

After all, this is the barest common 
sense; a ceaseless struggle to maintain 
an unvarying situation would be a 
dreary prospect. People, in so far as 
they are happy and active, hope for a 
positive outcome to their labors in the 
form of acceptable change. 

And this is a third generalization. 
Change to be acceptable to a group must 
come from within, and must appear as 
the visible need of its present activities. 
Change imposed from without is a dis- 
aster, comparable to an earthquake, 
breaking rather than assisting inte- 
grated evolution. So management in 
industry can lead its groups to just that 
extent to which it is itself a member of 
those groups, and it can lead no further; 
anything beyond that will be resisted 
as compulsive interruption to social 
living. 

Management in the past has made 
many and sincere attempts to capture 
the loyalty of its industrial groups; 
often the attempt has been disappoint- 
ing, and even when successful the lead- 
ers have never succeeded in stating 
quite explicitly the basis of their 
achievement. 

It is the business of the leaders to se- 
cure not only the social but also the 
technical, logical procedures on which 
the activity of their groups depends. At 
this level the leaders are rightly con- 
sidering activity in terms of economic 





abstraction. Their mistake lies in sup- 
posing that the actual daily integration 
of a group of workers can be made to 
depend on a logical proposition, rather 
than on habitual routines sensibly 
adapting themselves to meet a visible 
situation. 

Any executive from his own experi- 
ence can cite instances where some 
needed change in routine has been 
patiently and clearly explained to a 
group, only to find in the end that the 
group has ruined its chances by resist- 
ing the change. At first the group seems 
to acquiesce, impressed by the logic, 
but soon resentment or some similar 
sentiment indicates a reversal of atti- 
tude. Neither management nor the 
workers themselves can usually explain 
what has happened. The fact is, nothing 
in the workers’ daily experience has 
indicated the need for change; it pre- 
sents itself not as a sensible adaptation 
to a visible situation, but as a blow 
from management wrapped up in a 
tissue of unanswerable logic. The better 
the logic the more irritating is the blow. 

At times of crisis nations accept a 
leadership which would ordinarily pro- 
voke the most violent opposition. Wit- 
ness, for example, the actions of Mr. 
Roosevelt’s Administration during the 
banking crisis of 1933, or the loss of per- 
sonal liberty cheerfully accepted by 
belligerent nations during the World 
War. But then the crisis was visible 
to every individual, and the remedial 
changes inaugurated by their leaders 
only expressed the sound sense of the 
society. Yet another example can be 
seen in the millions of employees who 
were laid off by management during the 
late depression. On the whole this ac- 
tion was accepted by employees be- 
cause their experience indicated the 
necessity. This was no question of ab- 
stract logic but of visible circumstance. 
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h action on the part of manage- 


Any suc 
ment in normal times would inevitably 
lead to a social revolution. 

\fen actually welcome a leader who 
will organize them for the purpose of 
adequately meeting visible situations, 
for this involves the satisfaction of a 
need: integrated social living, and its 
efective continuance. But no one en- 
ioys a disturbance to his social living if 
the need is not apparent in terms of his 
life, even though supported by the best 
of arguments. So it is quite useless for 
industrial leaders to attempt to sell 
their policies to labor on the basis of 
reasoned statement alone, even though 
the need for those policies was origi- 

y detected by logical thinking. 

What is required is that a firm be so 

rganized that the need for change is 

visible to the relevant groups in terms 

their own daily activities, and this is 

) dificult of achievement as may 
appear at first sight. 

Naturally it is not suggested that no 

ge should ever take place without 
the whole background being familiar to 
se involved. If this policy were 
pushed to its logical limit, then practi- 
ly evolution would come to an end. 
We all submit to a certain amount of 
direction the object of which is not 
learly apparent to us. But in industrial 
situations the worker is subjected to 
unusual amount of unintelligent re- 
striction—unintelligent in the sense 
that Ars intelligence can make nothing 
fit in terms of familiar fact; equally 
his opportunities for experiencing in- 
telligible leadership are far too few. 


Management and the Shop Foreman 


The object of management should be 
to redress this balance; for in so far as 
the worker is habitually being led to 
achieve adjustments, which his own 
sense requires, to that extent will he 


have confidence in his leaders, and he 
will give management the benefit of the 
doubt in those changes for which daily 
life cannot possibly have prepared him. 
Let us consider the possibilities of such 
an organization of industry a little 
more closely, for we have reached the 
very core of our problem. One line of 
approach is through the junior super- 
visor. Management, to an employee in 
a large establishment, is a vague ab- 
straction somehow connected with well 
furnished offices. The worker hardly 
knows his managers as real human be- 
ings; even if he is on nodding terms 
with his president they have no routine 
activities in common. 

The true representative of manage- 
ment for the employee is the junior su- 
pervisor, or foreman as he is sometimes 
called. This is the only end of manage- 
ment with which the worker has real 
contact, in the sense of daily inter- 
personal work relations. So it falls to 
the foreman to make visibly intelligent 
the policies of management to labor, 
and also to make equally visible to 
management the situation at the work- 
ers’ level. If the foreman fails in this 
task, the organization will fall into two 
unconnected groups, one of which will 
be issuing unintelligible orders to the 
other. 

Thus, in many ways the foreman has 
the most critical job in the whole organ- 
ization. Equally in the nature of things 
his is the least experienced and least 
tested of all the ranks of management. 
And yet in spite of this the foreman is 
probably required to display a wider 
range of personal capacities than any 
other rank. Here is a description of the 
foreman’s duties. ‘The all-round fore- 
man is still, especially in smaller plants, 
required to assume the most multifa- 
rious tasks. He has been expected to fix 
rates, fix costs, supervise machine in- 
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stallation and repair, hire workers, keep 
production records, inspect work, train 
new employees, advise on progress 
changes, and secure the required out- 
put. He would indeed be a paragon who 
in this confusion of duties could be so- 
licitous about the niceties of human 
relations. Inevitably in the past there 
has been overwork, on the one hand, 
and neglect of important functions, on 
the other.’? In larger organizations 
some of these functions are taken over 
by specialized departments, although 
as the authors point out there has been 
a swing away from overdepartmentali- 
zation of the foreman’s functions. In 
any case the foreman remains a “jack 
of all trades” rather than a master of 
one of them. 

Nevertheless the all-round foreman 
has one great merit, assuming that he 
could perform his functions; he inte- 
grates the multifarious factors of his 
workers’ activities at the working level, 
that is, within full sight of his group. 
His problems present themselves in 
terms of his group around him, and his 
solutions are drawn from the texture of 
his group’s daily life. Unfortunately, it 
is nearly hopeless to expect the foreman 
to evolve suitable adjustments unless 
his duties are simplified. 

The departmentalization of the jun- 
ior supervisory function does effect 
such a simplification, but at the expense 
of removing the task of integration, and 
therefore of initiation, from the work- 
ers’ level. Under such a system this 
takes place in the offices of the higher 
executives, and the outcome makes its 
first appearance on the floor in the form 
of executive orders. So, of these two 
systems, the first secures some measure 
of initiation at the workers’ level, but 


2 Tead, Ordway and Metcalf, H. C., Personnel Admin- 
istration. Second edition. New York: McGraw-Hill 
Book Company, Inc., 1926, p. 169. 





places an intolerable burden on the 
foreman; the second relieves the fore. 
man, but at the expense of removing al] 
initiative from the level of the working 
groups. 

It is a well-known fact among indus- 
trialists that the lines of authority jn 
an organization are mainly vertical, 
from the worker to the president, but 
the lines of collaboration tend to run 
horizontally between officials of approxi- 
mately level rank. This second line of 
collaboration has usually no recogni- 
tion in the formal set-up of the com- 
pany, it is an unofficial activity held in 
check by the formal organization built 
on more or less vertical lines. ‘These two 
organizing principles correspond to a 
fundamental difference in the place at 
which initiative is exercised. Horizontal 
lines of collaboration, in so far as they 
are effective, result in daily adjust- 
ments being elaborated at the level at 
which the problems arise. ‘Thus initia- 
tive remains in the hands of those 
whose daily activities have shown the 
need. On the other hand, when the proc- 
ess of collaboration is forced up the 
lines of formal authority, then integra- 
tion and initiative take place above and 
are brought down to the relevant level 
in the form of orders. 

The all-round foreman is an instance 
of horizontal collaboration, only, as in 
the case of certain foreign dictators, he 
happens to contain all the collaborators 
within his own person—he collaborates 
with himself in his various capacities; 
there lies his weakness, and implicitly 
he seems to know it. For anyone with a 
first-hand experience of factory life will 
recognize the many unofficial ways in 
which a foreman creates a small group 
of collaborators officially denied to him. 

John, an elderly mechanic, shows 
some aptitude for training novices ané 
he, unrecognized by the formal organi- 
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is the de facto trainer for the 


shop. Tom is quick at figures and he 


N 


ks after the foreman’s paperwork. 


meone else can fix the machines and 
them working; and so on. These 


Keep 


1aD 


are the foreman’s unofficial col- 


rators, and they represent him in 


his many capacities. Without such a 


\ 


lla 
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+ter) 
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ww staff the position of the fore- 


vould be quite hopeless; but he 
eluctantly admits to such assist- 
for it is not recognized and is 
not tolerated by the senior 


itives. 


l'hus the foreman, on his own initia- 
ive and in concert with his group, has 
elaborated a modification to meet a vis- 
ible situation; visible, that is, to the 
ing group. But management, so 
from assisting this display of initia- 
at the relevant level, is usually 
blankly ignorant of it and tends to dis- 
urage what it sees. And yet a devel- 
pment on these lines is worthy of 
msiderable thought, for it does make 
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le a modification within a group 


meet the circumstances that arise 


here, 
foreman of an impossible combina- 


ion 


( 


and it simultaneously relieves 


f tasks. The Western Electric 


Company is engaged in a careful sur- 
§ the extent to which such unoff- 


al 


lal 


Tel 
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continual tendency for adjustments to 
take place at the level at which the 


nee 


} 
ai 
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organizations have taken place, 


1e tentative findings are exceed- 
interesting. They illustrate the 


ecomes evident, and the degree 


in which a formal organization can eas- 
act as a check on such natural 


rowth. Thus, management unwit- 


fecting technical changes to meet 
needs visible to them. And this brings 


+ 


{) 


our last generalization. No 
or organization is averse to 
provided the initiative for that 


change takes place at the relevant level—at 
that level where the daily activities have 
shown the need. Under those conditions 
change will present itself not as an 
interruption, but as the natural flow 
of social living. 


Questions of Company Policy 

Large questions of company policy 
do not usually disclose themselves 
in the daily activities of the workers. 
Such questions are visible only to the 
senior executives, and all ranks are 
willing to leave the initiative there. 
But most, not all, of the changes intro- 
duced by management into a working 
group concern small matters which 
have arisen from within that group. 
The group is failing on delivery, has 
high operating costs, has neglected 
quality, or is careless of company 
property; circumstances like these give 
rise to most of the small detailed 
changes which are resisted so bitterly 
when initiated in the offices of the 
executives. And yet experiments and 
exceptional organizations here and 
there have shown that it would not 
be impossible to reorganize working 
groups, so as to enable them to supply 
much of the integration and initiative 
needed to cure their own ills. To the 
extent to which this is accomplished, 
management would represent itself 
as a body assisting their groups in 
working out their own visible prob- 
lems, rather than as disturbers of 
social living. Management would be 
called upon to effect an integration 
as between small groups. 

This is not a scheme for employees’ 
representation, though that has its 
place; it amounts to suggesting that 
initiative should not be too exclusively 
concentrated at the top, but should be 
encouraged at every level in those 
matters relevant to that level. More- 
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over, the form of the encouragement 
should be that of evolving an or- 
ganization which will enable each 
level to obtain a perspective of its 
own problems and then to handle 
them effectively. 

One last point arises in this connec- 
tion. Any large and enduring organiza- 
tion must possess a formal structure 
and forms of procedure. In the case 
of a nation this comprises its con- 
stitution and its laws. A commercial 
company functions under the relevant 
laws supplemented by its own con- 
stitution and regulations. These latter 
require continual modification to meet 
changing conditions; but where the 
formal structure attempts to force 
new procedures not arising from the 
situation visible to those affected, or 
worse, hampers attempts at natural 
growth, then poor integration is almost 
bound to result. An example in point 
is the habitual failure of the formal 
structure to accommodate itself to 
the existing horizontal collaboration. 
It should be the object of company 
regulation to give form and assistance 
to such a growth, and to insure its 
orderly evolution. 


Conclusion 


A study of groups and human 
organizations has led to the formula- 
tion of four generalizations. 

1. Group integration depends on 
routine relations among people de- 
veloped over a period of time. 

z. A group will resist any outside 
threat to its own integrity by with- 
drawing into a self-made shell, and 
so ceasing to collaborate effectively 
with the larger society around it. 

3. Change to be acceptable to a 
group must come from within, and 
must appear as the visible need of its 
present activities. 


4. No society or large organization 
is averse to change provided the initja- 
tive for that change takes place at 
the relevant level—at that level where 
the daily activities have shown the 
need. Under these conditions change 
will present itself not as an interrup- 
tion, but as the natural flow of socia] 
living. 

These findings go some way toward 
determining a desirable attitude for 
management in the handling of its 
working force. Thus it follows that 
all such devices as profit sharing and 
the like, whether desirable or not, can- 
not in themselves create integrated em- 
ployer-employee relations. To suppose 
otherwise would be to commit the old 
mistake of thinking that human rela- 
tions rest on logical concepts, rather 
than on daily social routines directed 
toward a logical end. 

Again the Russian system of control 
by Soviet Councils is obviously beside 
the point. It will not help to free the 
employee to have him breaking into 
the president’s office, for the proper 
activities of senior management do 
not declare themselves at the worker's 
bench. In fact at this very time the 
Russian factory worker is rebelling 
against a speeding of production nomi- 
nally inaugurated by himself. A Rus- 
sian factory makes provision for the 
interruption of the president by the 
worker, but it does not provide for 
the latter to exercise initiative at his 
own level. 

And that indicates our main conclu- 
sion. A contented, integrated organiza- 
tion accepts progressive leadership, 
because each group exercises some ini- 
tiative in those matters which concern 
its own activities and arise out of them. 
It is quite untrue to suppose that under 
sucha system most individuals feel con- 
strained because some of their circum- 
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ances are clearly beyond their own 
Tactive control. No sensible citizen 


wishes to erupt spasmodically into the 


ils of the Department of State at 


Pees 


Washington, but he does wish for a 


» in those matters which arise di- 
from his own activity. 
Finally we should do well to remem- 
r that by far the largest part of the 
anges promoted by management 
nd resisted by employees do not arise 


from major decisions of policy intel- 
ligible only to the former, but from 
petty considerations springing directly 
from the daily activities of the em- 
ployees themselves. In so far as work- 
ing groups are organized to handle 
their own affairs, to that extent will 
management find itself within those 
groups, and so welcomed as their 
natural leaders in matters outside 
the group’s control. 








SUGAR, A CASE STUDY OF THE RELATIONSHIP OF 
GOVERNMENT AND BUSINESS! 


BY JOHN E. DALTON 


OLLOWING the inauguration of 
the present Administration in 
1932, there has been—in terms of 
our political, social, and constitutional 
history—an unprecedented expansion 
in the control exercised by the Federal 
Government over the economic and 
business affairs of the people. The legis- 
lative acts which provided for this 
dramatic entrance of Federal power in- 
to the realm of business were passed 
during a period of national distress, and 
those acts were accepted by the busi- 
ness community with some fear but 
without great debate. Now, however, 
active and impassioned discussion is 
heard on the wisdom, necessity, and 
propriety of all of these acts. 
Overwhelmingly, business men ap- 
pear to be of the opinion that the broad 
extension of Federal powers in the mat- 
ters of business activity does violence 
to the principle that government should 
stay within its “natural” sphere of ac- 
tivity and should not enter into activi- 
ties which are foreign to its purpose. 
The bill of criticism listed against the 
extension of governmental powers is 
not particularized but stated in general 
terms. However, the major reaction ap- 
pears to be that the government cannot 
plan for nor direct the activities of in- 
dustry with the same degree of success 
as business men. It is pointed out that 
the government is made up of men un- 
trained in business, and why, it is 
queried, should these men be substi- 
tuted for trained leaders in the work of 
carrying on industry? It is contended 


1 Editor’s note: This paper was written (November, 
1935) before the Supreme Court Decision was ren- 


172 


that the government personnel has 
neither the ability to formulate an jn- 
dustrial plan nor the capacity to follow 
it through. The difficulties of forecast- 
ing economic events, the inevitability 
of the application of political pressure, 
and the tangle of governmental red 
tape are all listed to prove that indus- 
trial planning under the direction of the 
government is bound to fail. It is fur- 
ther stated that the extension of the 
governmental arm into the realm of in- 
dustrial direction is not only bound to 
fail, but that it will retard normal re- 
covery inasmuch as it unsettles the con- 
fidence of business men in planning for 
the future. Very little support can be 
found in business circles for the idea 
that the central government can ac- 
complish positive good in the direction 
of economic activity. 

Even though we may be reasonably 
certain that business leadership is ex- 
tremely critical of any attempt on the 
part of the government to direct indus- 
try, the fact remains that a substantial 
part of our economic life is, in some 
degree, so directed. At the present time, 
this control is exercised primarily over 
the production and distribution of our 
major agricultural commodities, such 
direction being given through the terms 
of the Agricultural Adjustment Act. 
By the terms of the Guffey Coal Act, it 
was anticipated that a large measure 0! 
control will be exercised over the pro- 
duction and distribution of coal. 

It is possible that the extension of 
Federal powers over matters economic 


dered in the Hoosac Mills case involving the consti- 
tutionality of the Agricultural Adjustment Act. 
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.y be seriously curtailed by a fun- 
nental shift in public policy as 
essed by Congress, or by a nullifi- 
-ation of these activities by decisions 
the Supreme Court. Whether or not 
such a possible termination of this new 
trend in American life would be perma- 
nent is a question which cannot be 
enswered at this time. However, a su- 
verficial inquiry into the relationship 
oer governments to business 
hout the world leads one to be- 
les e that a complete reversal of this 
trend is unlikely. Therefore, it appears 
necessary and wise for businessmen to 
analyze carefully any evidence which 
might throw light upon the opinions 
they hold in this regard. 

There has not been sufficient experi- 
ence gained to disclose the final answer 
as to the natural and proper role of 
government in industry. The general 
lack of experience, however, does not 
preclude an examination being made of 
specific results obtained in certain cases. 
One of the best cases afforded for study 
of the government as a planner and 
director of business is found in the de- 
velopment and administration of the 
Sugar Act.? By the terms of this act, 
the Secretary of Agriculture is given 
broad powers to control and direct (a) 
the production of sugar beets and sugar 
cane in the continental United States, 
in Territory of Hawaii, in Porto 
R oe a the Philippine Islands; (b) the 
proce ssing of raw sugar (or sehned beet 
sugar) from such production; (c) the 
marketing of such raw sugar (or beet 
sugar) into the United States by proces- 
sors, importers, and exporters; (d) the 
refining of such raw sugar by the re- 
finers on the Atlantic and Pacific sea- 
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es-Costigan Sugar Act (Public—No. 213—73rd 


Congress), to include sugar beets and sugar cane as 


agricultural commodities under the Agricultural 
tment Act, and for other purposes; approved 


VV v9, 1934. 
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board; and (e) the ultimate marketing 
and distribution of such refined sugar. 
The Sugar Act represents an attempt to 
direct the developments of an industry 
having a yearly product value of over 
$500,000,000, and it consequently af- 
fects directly the business leadership 
in this industry and the well-being of 
thousands of agricultural producers and 
industrial workers. 

It is the purpose of this paper to ex- 
amine the origin of this legislation, to 
consider the attitude of business men 
towards its creation, to outline the 
difficulties which were found in its de- 
velopment, and to analyze the major 
economic and political factors which 
were favorable and unfavorable to its 
administration. This is done in the be- 
lief that the most effective method of 
studying the necessarily complicated 
problem of government in business is 
through an examination by the case 
method of the facts as they have been 
disclosed. It is through specific inquiry 
rather than through a priori judgment 
that some progress may be made in this 
direction. 


Maladjustments in World Markets 


The production, distribution, con- 
sumption, and pricing of sugar occurs 
throughout the world. Consequently it 
is impossible to present the nature of 
the economic problems which con- 
fronted the domestic sugar industry in 
1933 (the year of the development of 
the act) without considering the inter- 
national sugar situation at that time. 
In brief, the facts are as follows :? 

(1) During the World War, the Euro- 
pean production of beet sugar fell dras- 
tically under the double impact of the 
*For a detailed picture of these developments, the 
reader is referred to Sugar, the memorandum prepared 
for the Economic Committee of the League of Nations 


by Dr. H. C. Prinsen Geerligs and others, Geneva, 
1929; Considerations on the Present Evolution of 
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necessity for the production in these 
countries of indispensable foodstuffs, 
such as cereals, and a shortage in agri- 
cultural labor. From the prewar highest 
crop of over 9,200,000 long tons in 1912, 
European production decreased to a 
record low crop of approximately 
2,900,000 tons in I9I9. 

(2) In order partially to offset the 
reductions in beet sugar resulting from 
the War and to take advantage of the 
high prices prevailing in the world mar- 
kets for this basic material, there was 
an increase in the world production of 
cane sugar from approximately 10,- 
404,000 tons in 1912 to over 13,696,000 
tons in 1919. This increase of approxi- 
mately 3,000,000 tons was supplied in 
large measure (44%) by the rapid in- 
crease in Cuba. As a consequence Cuba 
became war-rich. 

(3) With the declaration of peace 
and the restoration of more normal 
economic conditions in Europe, there 
was a rebirth in the continental beet 
sugar industry. A steady increase took 
place after the year 1919, until by the 
year 1929, with a crop of over 9,214,000 
tons, Europe was producing beet sugar 
in a volume generally equal to that pre- 
vailing before the War. In sugar, as in 
wheat, this increased production meant 
that the European market was becom- 
ing drastically narrowed (by means of 
government tariffs and subsidies) as an 
outlet for the raw materials of low-cost, 
oversea areas. 

(4) This recovery of beet production 
Agricultural Protectionism, Economic Committee, 
League of Nations, May, 1935; and to the excellent 
chapter on sugar found in World Trade Barriers in 
Relation to American Agriculture, Senate Document, 
No. 70, 73rd Congress, first session, chap. x1v, p. 226. 

‘ The output in 1929 of over 30,672,000 tons has not, 
with the exception of the year 1930, been reached 
since that date. 

5 As estimated by Dr. Gustave Mikusch in Sugar, 
memorandum prepared for the Economic Committee 
of the League of Nations, p. 48. 





in Europe did not stop, however, the 
increase in the world production of cane 
sugar that was accelerated by the short. 
age during the War. By 1929 the trend 
of the increased production of cane 
sugar had reached the all-time high 
record of over 20,416,000 tons. 

(5) By the year 1929, then, the pro- 
duction of beet and cane sugar stood at 
a record high level.‘ This increase in the 
world production of all sugar was ex- 
cessive in terms of the world demand, 
even though world consumption for 
sugar had increased by approximately 
444% annually.’ The excess of produc- 
tion over consumption found expression 
in an increase in world stocks of sugar 
which in the year 1929 were 213% of 
the base years, 1923-1925. This en- 
hancement in world stocks, largely ac- 
cumulated in Cuba and Java, pushed 
down the world price of sugar, and for 
the year 1929 that price was approxi- 
mately one-half (49.7%) of the 1923- 
1925 average. As in the case of wheat, 
depression in sugar was well under 
way throughout the world before the 
great depression of 1929. 

(6) In face of the maladjustment of 
world production, an attempt was made 
to limit production through a restric- 
tion program under the Chadbourne 
Plan in 1931. This plan for the adjust- 
ment of part of the world supplies of 
sugar was of limited value in face of the 
continued maladjustment in produc- 
tion which occurred in those areas out- 
side of the Chadbourne agreement.’ 
6 The following table shows at a glance the relative 
increase in the production of sugar in the “controlled” 


and “uncontrolled” areas in the world, 1929-1930 
crop = 100%. 

1929-1930 1933-19)4 
World 100 88 
Controlled by agreement 100 49 

(Primarily Cuba, Java, and 
Czechoslovakia) 

Uncontrolled 100 123 
Compiled from data in World Economic Survey, Fourth Year, 
1934-1935, League of Nations, 1935, p. 97. 
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\Vith a decrease in the world price to 


60 cents per 100 pounds in the summer 
§ 1932, 15% of the 1923-1925 level, 
-entral governments throughout the 
world made the attempt to protect their 
beet sugar interests against the mal- 
djustment in the world’s markets. 


Speaking of the unbalanced sugar 


of raw sugar received by them from the 
postwar high (except 1919-1920) of 
7.02 cents in the year 1923 to the ex- 
treme yearly low of 2.92 cents in the 
year 1932. This decline took place in 
spite of the fact that the full duty on 
sugar of 2.5 cents per pound was the 
highest rate since 1883. In short, the 


TABLE I 
Supplies OF SUGAR TO THE AMERICAN MARKET FROM VARIOUS AREAS, AND PRICES IN 1923 AND 1932 
Supplies (in Thousands of Short Tons and as Percentages of Total) Prices 


— 





Insular Areas of the United States 











Continental — —. 
United States Cuba Prices—Duty 
Total Beet and Cane Total and Paid N.Y. C. 
Supplies® Sugart Insular Hawatt Porto Rico ~=—- Philippines Otherst Yearly Average 
ee ee 





———— -~= 


1923 5,354 (100%) 1,227 (22.9%) 1,020 (19.1%) 515 (9.6%) 281 (5.2%) 222( 4.1%) 3,105 (58.0%) 7.02 cents 
1032 5,840 (100%) 1,382 (23.7%) 2,786 (47.7%) 957 (16.4%) 851 (14.6%) 974 (16.6%) 1,672 (28.6%) 2.92 cents 


* Supplies are for consumption in United States, not production in various areas. 


‘Pb 


} ihe other | 


¢ two years beet sugar represented 83 % of the total U. S. production. 
reign countries supply a nominal amount of sugar, less than 1 % a year on the average. 


Sources of Basic Data: Report to the President on Sugar, Report No. 73, United States Tariff Commission, 
1934, Tables 4 and 5, p.38; Supplies Data and Table 24 a, p. 176 for price data. 


situation and of government interven- 
tion through tariffs, quotas, and boun- 
ties, the League of Nations stated in 


1935: 


The sugar market is greatly complicated 
by national tariffs, quotas and bounties. 
The “free market” which at the beginning 
f the depression absorbed about six mil- 
lion tons, in 1934-1935, consisted only of 
the United Kingdom, India, China, and a 
number of smaller countries in which local 
production was negligible. It consumed, 
therefore, less than 3,000,000 tons out of a 
total world production of about 26 millions. 
The remainder was subject to national 
regulation.’ 


Maladjustments in the Domestic Market 


The net effect of this maladjustment 
in the world sugar situation upon the 
producers and processors in the con- 
tinental United States, in the Territory 

Hawaii, in Porto Rico and the 
DL‘: ° ° 
rhilippine Islands, was felt in the 

w but persistent decline in the price 


policy of the Federal Government to 
support the sugar industry by a tariff 
system failed under the impact of a 
disintegrating world price situation. 
The constant increase in the tariff under 
the world conditions outlined above 
had the effect of causing certain forces 
to operate in the sugar industry which 
militated against the success of that 
tariff. 

These forces which worked to bring 
about an aggravated condition in the 
United States sugar market are out- 
lined in Table I, which presents for the 
years 1923 and 1932 the basic data with 
respect to the amounts of sugar sup- 
plied in the American market by the 
main contributing areas. The data show 
that between the years 1923 and 1932 
there was an increase in the total annual 
supplies to the American market of 
approximately 486,000 tons, or 9%. 
During this period, the producers of 
beet sugar in the United States, found 
principally in the western irrigated agri- 
cultural areas and in Louisiana, in- 
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creased their output by 155,000 tons, 
or 13%. Speaking roughly, the conti- 
nental producers held their relative 
position in the industry in terms of its 
long-time growth. However, during the 
same nine-year period, with an increase 
in tariff and in the face of falling 
prices and an unbalanced world situa- 
tion in the commodity, the insular 
areas increased production by 1,764,000 
tons, or 172%. This increase in the 
insular areas, however, was not shared 
equally between various islands as is 
indicated below: 


TABLE II 
SuppLiEs FROM THE UniTep States INsuLAR AREAS 
AND CuBA, 1923-1932 
Relative Changes in the Supplies between 1923 and 
1932 
1923 = 100 
Porto Philippine Total 
Hawaii Rico Islands Insular Cuba 
1923 100 100 100 100 100 
1932 186 304 438 272 54 


The effect of the increase in produc- 
tion in the insular areas was to narrow 
the American market to the producers 
of Cuban sugar. During this nine-year 
period, Cuban producers lost in that 
market 1,433,000 tons of sugar (Table 
I). At the same time they found them- 
selves confronted by an increasingly 
narrowing demand in the world’s mar- 
ket, primarily European. Confronted 
with these conditions in the United 
States and in Europe, the sugar indus- 
try in Cuba underwent a fundamental 
and drastic curtailment in its produc- 
tion and exports. From the postwar high 
production figure in the 1924-1925 crop 
year of over 5,741,000 tons, the read- 
justment in production, brought about 


® This trend toward greater agricultural and industrial improvement in the sugar industry is disclosed in Porto 


Rico as follows: 


Average 1918-1919 Crop Years 
Average 1927-1928 Crop Years 
Source: Puerto Rico Year Book, 1933, p. 30. 

* Hearings before the Committee on Finance, United States Senate, on S. 2732, p. 105. 
































largely by the international agreement 
called for a supply under 2,300,000 ton; 
in the 1932-1933 crop year. 

It should be noted that the increas 
in the production of sugar in Porto Rico 
and the Philippine Islands did not re. 
sult primarily from an expansion in the 
acreage under cultivation but resulted 
from (a) larger cane tonnage per acre 
grown (through the substitution of new 
cane varieties); (b) increased sucrose 
content in such cane; and (c) improve. 
ments in milling which brought an in- 
crease in the amount of recoverable 
sugar from the cane.® For example, in 
the Philippine Islands, between 192; 
and 1931, the increase in the amount of 
sugar available for the United States 
was 243%; however, during that inter- 
val the area planted to sugar cane in- 
creased by about 13%.° 

In addition to these rapid changes in 
technical factors affecting production 
and milling, which brought about the 
substantial increases in the output of 
sugar in the American insular areas, 
there was a general desire on the part 
of the plantations to increase produc- 
tion in order that the decrease in price 
might be offset partially by larger out- 
put. The production of sugar cane on 
a plantation basis, utilizing large in- 
vestment in plant, railroad, irrigation 
equipment, and drainage systems, 1s 
such as to bring immediate benefits by 
the spreading of the overhead expense 
over a larger volume of production. In 
sugar, as in the case of wheat produc- 
tion in Canada and the United States, 
the general effect of decreasing prices 
was not such as to bring about a de- 


Tons Cane Tons Sugar 

per Acre per Acre 
18.75 1.86 
23.91 2.74 
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ease in production, but rather an in- 


-ease. In short, economic balance of 


-he sugar industry, in the United States 


tive I 


and throughout the world, was not re- 
.ained by the operation of the competi- 


force of lower prices. 

Failure of the Tariff System of 
ti yntrol 

In the year 1933, at the time of the 


nassage of the Agricultural Adjustment 
Act, it 


was evident that tariff protec- 
n to domestic producers could not 


fset their loss of income arising from 
maladjustments in the supply and 
rice of sugar. This was expressed by 


(ariff Commission, after making 
intensive study of tariff, cost, and 


rice of sugar in 1933: 


4) .. . That a change (upward) in the 
ty rate alone would not settle the chaotic 
ndition in the sugar industry, since the 


ipply of sugar available for the American 
market is so great and the competition to 
pply the American market is so keen as 


depress the market price far below cost. 


(hus, while the three-year average cost of 
producing 96° raw sugar in Cuba, plus 
transportation to Atlantic and Gulf re- 


ners, was 1.923 cents per pound, the 


tributing to the American supply. . 


ail 





iverage cost and freight price at New York 


nly 0.925 cents per pound in 1932 and 


1.208 cents per pound in 1933. 


... That the most effective way, 
| on the information ascertained by 
investigation of the Commission, to 

prove the situation, both in Cuba and in 


e United States, is to lower the Cuban 
ity, and at the same time adjust the mar- 


m Cuba, but from all other areas con- 
10 


It was believed generally, by the 


government and the industry, that plan- 
ning for the sugar industry by means of 


these conclusions (partial) were made in 1934 by 
> laritf Commission after its investigation under 


332 of Title III of the Tariff Act of 1930, as 
rted in the Report to the President on Sugar, 
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a tariff was not only ineffective but 
positively harmful, and that it was 
necessary that a new method of plan- 
ning be established, namely, through 
an adjustment of the market supplies 
from the various areas to the demand 
of the American market by means of a 
quota system. The proposal to scrap 
the tariff system and to substitute a 
new method of control, the quota sys- 
tem, was the parallel of the develop- 
ment which had taken place throughout 
the world in the relationship of the 
government to the sugar industry. In 
every important producing and con- 
suming area, between the World War 
and 1932, there was an increasing dis- 
position to abolish the tariff system as 
a method of control and to direct aid in 
the form of quotas, bounties, or outright 
subsidies. In taking cognizance of the 
collapse of the old method of control, 
the United States was following the 
general trend found throughout the 
world with respect to this commodity. 


Industry and Government Propose a New 


Method of Control 


The original Agricultural Adjustment 
Act did not include sugar beets or 
cane as basic commodities!! and conse- 
quently the Secretary of Agriculture 
could not enter into benefit payment 
contracts for the control of the produc- 
tion of sugar beets (and cane) and for 
the regulation of the marketing of raw 
sugar. A possible mechanism, however, 
for the establishment of a quota system 
before the enactment of the Sugar Act 
itself (May, 1934) was found in Section 
8 (2) of the Agricultural Adjustment 
Act, which provided that the Secretary 
of Agriculture could “enterinto market- 
ing agreements with processors, associa- 


Report No. 73, pp. 2, 3- 

11 The basic commodities were listed as follows: wheat, 
rice, corn, cotton, tobacco, hogs, and milk and its 
products. 
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tions of producers, and others engaged 
in the handling, in the current of in- 
terstate or foreign commerce, of any 
agricultural commodity or production 
thereof....” In addition to this 
power, the Secretary could issue [Sec- 
tion 8 (3)] licenses to enforce such 
market agreements as made by him. 

The sugar industry in the summer of 
1933 established a Sugar Council for 
the purpose of cooperating with the 
Secretary of Agriculture in the drafting 
of a marketing agreement (the Sugar 
Stabilization Agreement) which should 
embody the principles of the quota 
system. The development of this agree- 
ment followed public and informal hear- 
ings in which the industry (including 
farmers, processors, and refiners from 
all areas) placed before the government 
the difficulties surrounding it, and re- 
quested that the powers available to 
the Secretary under the Agricultural 
Adjustment Act be employed to wipe 
out the maladjustments which had 
arisen in the industry under a system 
of free competition within a tariff. 
Specifically, it requested the Secretary 
of Agriculture to issue a license cover- 
ing the industry (in addition to the 
signing of the marketing agreement), 
in order that the so-called recalcitrant 
members of the industry be placed 
under control for the efficient admin- 
istration of the plan. In short, the 
industry requested regulation under 
government supervision. 

The proposed agreement was sub- 
mitted to the Secretary of Agriculture 
on August 22, 1933, and in October he 
announced that the agreement was 
not acceptable to the government. In 
general his reasons for not accepting 
the document were that it did not ade- 
quately protect the interests of farmers 


12 A detailed statement of the Secretary’s position is 
found in an official press release of the Agricultural 
Adjustment Administration on October 9, 1933. 








and consumers, and did not provide ap 
effective method for the control of pro- 
duction in the various areas. !2 

After the agreement was scrapped, 
representatives of the industry and of 
the government continued in thei; 
efforts to develop a program which 
would be satisfactory to all groups. The 
results of this effort were embodied in 3 
message to Congress from the President 
on February 8, 1934.'% In this message 
the President stressed the maladjust- 
ments that had occurred under the 
competitive tariff system, but stated, 
“T do not at this time recommend plac- 
ing sugar on the free list.” It was stated 
that any plan for the sugar industry 
should equate yearly supplies to esti- 
mated demand, adjust cane and beet 
production, assure domestic producers 
of a fair return upon their “restricted 
output,” protect the insular areas, and 
contribute to the economic rehabilita- 
tion of Cuba. 

The message indicated that these 
objectives could be reached by amend- 
ing the Agricultural Adjustment Act in 
two important regards, i.¢., by giving 
the Secretary of Agriculture, through 
the power to issue orders and regula- 
tions, the right to restrict the importa- 
tion and distribution of sugar to the 
American market through a quota sys- 
tem, and to place a processing tax of 
half a cent a pound on sugar. In addi- 
tion, other steps could be taken by 
reducing the tariff on Cuban sugar 
under the flexible tariff provision of the 
Tariff Act and by the execution of a 
trade treaty between the United States 
and Cuba under the Reciprocal Treaty 
Act. 

An examination of the hearings on 
the Jones-Costigan amendment to the 
AAA, which was to implement the re- 


13 Quoted in full in the Hearings Before the Committee 
on Finance, U. S. Senate, on S. 2732, p. 3. 
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guest of the President for a quota 
-ystem, discloses the complete assent 
the general plan by the represen- 
-atives of the various agricultural 
producers, processors, and refiners. A 
new method of planning was to be sub- 
stituted for the old, but it was recog- 
nized by all interests that the new 
method would necessitate a tremendous 
expansion of the powers of the Federal 
Government over the economic func- 
tioning of the industry. Industry 
placed power in the hands of the Secre- 
tary of Agriculture to direct an ambi- 
tious plan for the rationalization of 
sugar. Business leadership was willing 
to work within the scope of that plan. 


The Administration of the Quota System 


The Adjustment of Immediate Sup- 
slies to Consumption. The foremost 
problem in the administration of the 
quota system was that of equating im- 
mediate market supplies of sugar to the 
consumptive demands on a yearly basis. 
The problem of estimating consump- 
tion was simplified by the fact that such 
consumption is almost entirely in 
the domestic market.!4 Furthermore, 

h consumption is stable relative to 
the consumption of other basic com- 
nodities. Consequently, it was a rela- 
tively easy task for the Secretary of 
Agriculture to estimate the require- 
ments for the first quota year, 1934. 
When the estimate was announced at 
6,476,000 tons, there was substantially 

criticism expressed by the members 
i the trade as to the accuracy of that 
igure. It was accepted that the esti- 
mate could be made by the government 
as well as by any private organization. 
Pursuant to the provisions of the 
Sugar Act, the next step was to divide 


47 


‘he export of sugar (refined) is negligible (about 
2"0-3% of the domestic consumption). 





the estimated market requirements 
(consumption) among the various pro- 
ducing areas. To assist the Secretary of 
Agriculture in this, Congress had laid 
down the rather broad and vague stand- 
ard that the division among the areas, 
except in the case of domestic beet and 
cane areas, should be “‘based on the 
average quantities therefrom brought 
into or imported into continental 
United States for consumption 
during such three years, respectively, 
in the years 1925-1933, inclusively, as 
the Secretary of Agriculture may, from 
time to time, determine to be the most 
representative respective three years. 
. .’ This formula was not to be ap- 
plied to the domestic beet and domestic 
cane areas inasmuch as they were pro- 
vided for by Congress. The quotas es- 
tablished for the year 1934, in the 
matter described above, are given 
below: 
Short Tons 





United States—beets 1,556,000 
Louisiana and Florida—cane 261,000 
Hawaii 917,000 
Porto Rico 803 , 000 
Philippine Islands I ,O15 ,000 
Virgin Islands 5 ,000 
Cuba I ,902 ,000 
Full duty countries 17,000 

Total 6,476,000 


The next problem was one of enforc- 
ing these quotas as established. This 
raised the general question as to 
whether restriction should be imple- 
mented (in toto) without respect to in- 
dividual processors or importers, or 
through an allotment system wherein 
each sugar processor would receive his 
share of the quota. The advantage of 
the first method was in its simplicity 
and in the ease of operation. The dis- 
advantage, however, was obvious, in 
that if allotments were not made to in- 
dividual processors within the various 
areas, advantage would be gained by 
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those individuals who sold their sugar 
first, leaving the late sellers without 
their equitable share of the quota. This 
disadvantage was particularly apparent 
inasmuch as the amount of sugar avail- 
able for immediate distribution for the 
various areas for the year 1934 was in 
substantial excess of the quotas. The 
following table indicates roughly the 
extent of these excesses: 

Sucar (Raw) 


Differences between Estimated Production 


1933-1934 and Official 1934 Quotas 
United States—beets +209 ,000 tons 


Louisiana and Florida—cane — 56,000 “ 
Hawaii +112,000 “ 
Porto Rico +178,000 “ 
Philippine Islands +441,000 “ 
Virgin Islands + 3,000 “ 
Cuba +691,000 “ 


Source: Foreign Crops and Markets, July 30, 1934, p. 115. 


Although Congress had given the 
Secretary a general standard to follow 
in the establishment of quotas, it had 
not provided a mathematical stand- 
ard for the division of the quotas 
among processors under an allotment 
system. Obviously, the granting of such 
allotments was a direct and immediate 
“interference” with the business rights 
of processors in the various areas in- 
volved; and, with a lack of standard, 
the establishment of such allotments 
placed the Secretary of Agriculture in a 
delicate administrative and legal posi- 
tion. As a matter of policy, the proc- 
essors in each area were invited to 
agree among themselves on an equi- 
table formula for the division of the 
allotments and report such decision to 
the Secretary. With the exception of 
processors in the Philippine Islands and 
the Territory of Hawaii, agreements 
were not reached; the Secretary was 
forced, therefore, to make allotments in 
light of the circumstances existing in 
each area. The processors of Porto Rico 
and the beet factories of the United 
States, being unable to reach an agree- 


ment as to the allotments of the quotas, 
willingly placed this power in the hands 
of the Secretary of Agriculture on the 
grounds that he would arrive at a for. 
mula which was fair and equitable. [p. 
dustry called upon government to force 
“industrial cooperation.” 

After due notice and opportunity fo; 
hearing, such allotments of the various 
quotas were made by the Secretary and 
the excess of sugar available from the 
producing areas for the American mar- 
ket, in the neighborhood of 1,000,000 
tons, was stopped from entering the 
channels of consumption and was stored 
for distribution in the quota year 
1935. Within two months after the 
passage of the act, the sugar industry 
saw the balancing of immediate sup- 
plies to the probable demand for the 
calendar year 1934. 


The Adjustment of Production of Cane 
and Beets to (Sugar) Quota Levels. After 
the balancing of immediate supplies to 
demand, it was necessary to adjust the 
production of beets and cane in the 
areas involved. The necessity of such 
adjustment of agricultural production 
of beets and cane in the continental 
United States, and of cane in the three 
offshore areas, arose from two reasons: 
first, production had to be adjusted to 
the quota (marketing) level for 1935 
for each area; and secondly, adjust- 
ment was necessary in order that the 
excessive stocks of sugar, primarily held 
in the Philippine Islands and in Porto 
Rico, be reduced. This adjustment in 
basic supplies for the year 1935 was ac- 
complished through a series of benefit 
contracts which were entered into by 
the Secretary of Agriculture and the 
producers of sugar beets in the United 


8 In Cuba, an agency of the central government made 
allotments to processors for shipment to the United 
States. 














ilippine 


werea 


and the producers of cane in 


‘siana and Florida, in the Territory 


Hawaii, in Porto Rico and the 
Islands. These contracts 
d for each area in their detail in- 

as the economic and agricul- 
ituations prevailing in those areas 


\iferent. In the main, however, one 


-acteristic was found in all areas. 
igh there were thousands of pro- 


ers to be reached in each area, never- 


those producers were grouped 
producing areas, the center of 
h was a sugar mill. Sugar beets and 


rar cane, unlike cotton or corn, are 


ld to miscellaneous purchasers 
ash, but are sold under contracts 


the mill or factory which is the natu- 


cessor of the farm product in- 


ved. These economic and industrial 


peculiar to the sugar industry 
it possible for the Secretary, 
a short period of time, to enter 
contracts with producers for the 


} 


trol of their cane and sugar output. 


ver 200,000 producers of sugar, scat- 
ed from Porto Rico to the Philippine 


nds, were placed under production 


rol plans within six months. The 
tuation of such control would have 


n dificult, if not impossible, if the 


ors of sugar (beets and cane) 


| not cooperated in the administra- 


r the program.'® 

» technique of the adjustment of 
luction in the case of sugar cane 
gs to the front the general question 


the ability of the government to plan 
ricultural production. Wide currency 
s been given to the opinion that pro- 


tion control is impossible, or at least 


netiective, due to the wide and unpre- 


ible variation in growing condi- 
s, ¢.g., drought. The validity of this 


Rico, Louisiana, Florida, and Hawaii 
n the beet area or the Philippine Islands) 
f cane are also producers, and hence they 
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general opinion calls for a close exami- 
nation of the facts relating to each crop. 
It is clear, however, that it does not 
hold in the case of sugar. The reason is 
that the factors affecting the amount of 
sugar cane grown in various areas are 
largely dependent upon the growing 
acreage, the application of water (in 
the case of the irrigated areas of Hawaii 
and Porto Rico), and the amount of 
fertilizer which is applied. These three 
factors are within human control. 
Secondly, sugar cane in Porto Rico and 
Hawaii can be “carried over”’ in the 
field from one crop year to the next and 
production, in a sense, can be post- 
poned. Thirdly, the main producing 
areas of sugar cane and sugar beets for 
the American market are so widely 
scattered, from Porto Rico to western 
United States, Hawaii, and the Philip- 
pine Islands, that any act of God, such 
as drought or hurricanes, would not 
have the effect of reducing generally 
the total amount of sugar available for 
the American market on a yearly basis. 
Consequently the drought in the beet 
area in the fall of 1934 did not jeop- 
ardize the supply of sugar in the 
United States in 1935. 

In order to take adequate precau- 
tions that the American market would 
not find itself with a scarcity of sugar 
due to possible fluctuations in the 
size of the crop under the adjustment 
program, adequate reserves were es- 
tablished in various areas. The estab- 
lishment of these reserves of sugar, 
approximately 10% in all areas, was 
possible due to the existence of ample 
storage capacity and the ease with 
which raw sugar may be stored. 

Because of the large crops of sugar in 
the Philippine Islands and Porto Rico 


signed benefit contracts for the adjustment of the 
production and milling of their own cane and the 
milling of all their purchased cane. 
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in the year 1934, and because of the re- 
strictions of the supplies from these 
areas in the first quota year 1934, there 
was in existence a substantial amount 
of “‘over-quota”’ sugar as of the first of 
January, 1935. In order that these ex- 
cesses of supply, which had arisen 
under the old tariff system, might be 
absorbed, the agricultural adjustment 
programs in the Territory of Hawaiiand 
in Porto Rico and the Philippine Is- 
lands called for an emergency limita- 
tion of the use of a part of the sugar 
cane of the 1935 crop. (This crop was 
growing in May, 1934, the date of the 
passage of the Sugar Act.) This limita- 
tion, however, did not take the form of 
a physical “destruction” of the crop, 
but was obtained by the diversion of 
part of the crop to secondary uses, 
namely, through its conversion into 
high sugar content molasses and as feed 
for livestock. Furthermore, through the 
application of less cultivation, irriga- 
tion, and fertilization, the size of the 
crop and its sugar content were re- 
duced. The essential features of the 
Sugar Act did not call for a destruction 
of property, but rather for an adjust- 
ment. It was only in the first year of the 
act that it was necessary to take such 
stringent action with respect to the ad- 
justment, but even this action avoided 
in large measure the destruction of a 
basic food crop. 


The Substitution of a Direct, for an 
Indirect, Subsidy. The benefit con- 
tracts, entered into with the producers 
in the six areas involved, called for pay- 
ments to these producers for an ad- 
justment of their production. These 
payments to the producers in the conti- 
nental United States beet and cane 
areas were based upon the principle as 
outlined in the Agricultural Adjust- 
ment Act, namely, that payment could 


be made equal to the difference between 
the actual price received per ton of 
beets and cane and the “‘fair exchange 
value thereof,” 1.¢., the prewar farm 
price adjusted upward to offset the 
increase in prices paid by farmers."” 

Inasmuch as the amount of the re. 
striction of production for the cop. 
tinental producers was relatively small 
because of the ample quotas which they 
had received from Congress, the pay- 
ment of fair exchange value represented 
a direct sugar subsidy. There was a re- 
striction on the expansion (in the words 
of the President) of “this necessarily 
expensive industry” as a quid pro quo 
for the receipt of fair exchange value. 
For the domestic producer, an indirect 
subsidy of the tariff system became the 
direct subsidy of the quota-benefit con- 
tract system. Through his contract 
with the central government, he was 
called upon to meet certain obligations, 
the outstanding one being the limita- 
tion of output to allotments. 

The payments to producers in the 
insular areas were not based upon the 
“fair exchange value” principle. By 
the provisions of the act, the proceeds 
of the processing tax of one-half cent 
a pound upon the sugar produced from 
the various insular areas were set aside 
for the purpose of making payments to 
insular contract-signing producers or 
for “the general benefit of agriculture” 
of these areas. Funds were not available 
from the one-half cent tax in an amount 
sufficient to pay a subsidy of “fair ex- 
change value”’ to all insular producers. 
This differentiation by Congress of the 
amount of payments which could be 
made to the producers in the insular 
areas, as contrasted with the domestic 
producers, was an adoption of a new 


17 Following this formula, $2.26 and $1.75 per ton of 
cane and beet, respectively, were paid to continents 
producers (contract signers) upon their 1934 tonnage 
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solicy with respect to these insular 
areas. Under the old tariff system, bene- 
; of the tariff were experienced alike 
all producers within the United 
‘tates tariff area. By means of varying 
yments to the producers in the 
ore areas, as contrasted with do- 
mestic producers, less governmental 
istance was afforded to those areas 
had lower costs. In short, the 
tariff system gave equal protection to 
| areas, whereas the quota system af- 
led opportunity to vary the pro- 
on, through a direct subsidy, as 
‘tween the different producing areas. 
[he fund from which all payments 

» made under the adjustment con- 
tracts, discussed above, was derived 
from a processing tax of one-half cent 
per pound upon the refining of raw 
sugar. Congress directed the Secretary 
levy the necessary processing tax up 
but not in excess of, one-half cent 
pound. In the establishing of this 
cessing tax, therefore, the discre- 
tionary power of the Secretary was de- 
cidedly limited. At approximately the 
same time that the processing tax was 
applied upon sugar, there was a reduc- 
tion by Executive Order of the duty 
pon sugar under the flexible provisions 
of the Tariff Act in an amount equal to 
the processing tax. Consequently, the 
broad effect of the reduction of the duty 
and the imposition of the processing 
tax was to leave the refiner, the payer 
of the tax, in a position not substan- 
lly different from that before the en- 
actment of the Sugar Bill. This meant 
that the net cost of sugar to the refiner 
was not substantially changed and, con- 
sequently, it was not necessary to 
change the price of refined sugar as a 
result of such a tax. The retail price of 
“This fact was of substantial importance in view of 
the “spre ity at all times of receiving accurate and 
t statistics from the refiners and beet processors. 


sugar was not greatly disturbed and the 
net effect of the tax (and the quota sys- 
tem) upon the consuming public was 
inconsiderable. (The increase in the re- 
tail price of sugar, fifteen months after 
the inauguration of the quota plan, 
June, 1934, was 7%.) In addition to 
this, the amount of raw sugar actually 
refined by the refiner was not reduced 
inasmuch as the Secretary of Agricul- 
ture was directed to permit the entry of 
sugar for refining in an amount equal to 
the consumption of sugar. In the face 
of these facts, continental sugar re- 
finers (including sugar beet processors) 
found the plan not disruptive to their 
industry and gave full cooperation to 
the Secretary. 


The Sugar Plan and Cuba 


One of the major objectives of the 
Jones-Costigan Act, as stated by its 
proponents, was to contribute to the 
economic rehabilitation of Cuba by the 
restoration to that island of a portion of 
the American market that was lost to 
the insular possessions by virtue of the 
tariff policy. Secretary of Agriculture 
Wallace states, “‘It (the Sugar Act) also 
takes into account the obligations of 
the United States toward Cuba as im- 
plied by the Monroe Doctrine and 
specified in the Platt amendment.” 
With the increase in insular production, 
Cuba was steadily driven from the 
American market until in the year 1932 
she contributed but 28% of the Amer- 
ican supply as contrasted with 58% in 
1924. In short, the policy of the Federal 
Government to give preferential treat- 
ment to Cuba over the world with re- 
spect to her exports to the United 
States was defeated by the continual 
increases in the sugar tariff, which had 


19Official press release, Agricultural Adjustment 
Administration, March 16, 1935. 
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the effect of augmenting the supplies to 
the American market.?® The quota 
system (and the reciprocity treaty) 
was selected as the method for the 
changing of this condition. Direct eco- 
nomic realignment was accomplished 
through political action of the central 
government. 

In the year just prior to the passage 
of the Sugar Act, that is, 1933, the 
value of all the sugar shipped from 
Cuba to the United States was approxi- 
mately $40,000,000. For the year 1935, 
the first year after the passage of the 
act, the value of Cuban sugar sent to 
the United States is estimated as twice 
that amount. This increase in the net 
value of the sugar sold to the United 
States has occurred for three reasons: 

(1) The quota system established a 
quota for Cuba in the years 1934 and 
1935 at, roughly 1,900,000 tons of 
sugar. In the year 1933, the actual 
amount of sugar from Cuba which 
found its way into a narrowed Ameri- 
can market was 1,601,000 tons. 

(2) The duty on Cuban sugar was 
reduced from 2 cents to 114 cents by 
Executive Order in May, 1934. In 1934, 
there was a further reduction to 0.9 
cents per pound under the provisions 
of the Reciprocal Trade Agreement, 
which was signed by the United States 
and Cuba pursuant to the Reciprocal 
Trade Agreement of 1934.”! 

(3) Due to the operation of the 
Jones-Costigan Amendment, the price of 
Cuban sugar imported into the United 
States, before consideration of duty, is 
higher than the equivalent world (Lon- 
don) price. In 1935 this premium has 
ranged approximately from one-tenth 
of a cent to about seven-tenths of a 
cent per pound. 

20 By the terms of the Cuban Reciprocity Treaty 


(1902) a 20% preferential tariff rate on sugar was 
enjoyed by Cuba. 


It is clear that by the terms of the 
Jones-Costigan Amendment and the 
Cuban Reciprocity Treaty, the inter. 
ests of Cuba are more directly pro. 
tected than has been the case in the 
past. The economic adjustments jp 
Cuba which would arise from a nullj- 
fication of the Sugar Act and the Trade 
Treaty, by either court or legislative 
action, are obvious. By the terms of 
these documents, Cuba is taken more 
firmly within the economic orbit of the 
United States, and a drastic change in 
those relationships would call for a re- 
alignment in her economic life. By the 
nature of our political institutions, no 
assurance can be given that these rela- 
tionships will be continued as they now 
exist. 


Tentative Conclusions 


The experience of the creation and 
administration of the Sugar Act cannot 
be used to draw fast and hard conclu- 
sions as to the wisdom or expediency 
of the government extending its power 
over the planning and direction of any 
basic industry. However, that experi- 
ence does afford an opportunity to draw 
some generalizations with respect to 
this problem. 

First, under the tariff system the 
government had directly assumed the 
responsibility of controlling, in a rough 
fashion, the price and_ production 
of sugar. With the failure of that sys- 
tem, it was natural that the govern- 
ment be called upon to take steps to 
rectify the definitely unbalanced sugar 
situation. The Sugar Act was designed 
to meet an inherited problem, and 
was not designed to extend the power 
of the government for power’s sake. It 
is to be expected that the government 


21 The Act H. R. 8687 is an amendment to the Tarif 
Act of 1930. 
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lled upon to extend its control 
d the over industries which have in the past 
mae accepted the generous support of the 
ic through the tariff or other 
ts in Secondly, all groups in the sugar 
dustry knew that the quota system 
of control necessitated a substantial 
lative acrifice of property rights. Business 
leadership does not necessarily revolt 
we against the increase in governmental 
power if it is clear, or even probable, 
that such an increase is necessary to 
restore some degree of stability to 
industry, and there is promise of it 
irdly, in creating and administer- 
ng the sugar plan it was impossible to 
divorce that plan from the economic, 
political, and social conditions which 
had developed under private initiative 
and tariff protection. Legitimate inter- 
ests developed under the old could not 
be wiped out by the new. It can be said 
that all plans which may be proposed 
he direction of industry under 
ernment supervision must be in the 
. of a compromise and must be 
ve grounded firmly on the facts as they 
ist. Such planning cannot go ahead 
than this historical background 
ermit. An important part of this 
ne ‘round is the disposition for co- 
Ly operation on the part of the business 
4 interest affected. Economic planning by 
‘ans of blue print must be of a very 
—— ‘imited nature in face of the facts of a 
cratic United States. 
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Fourthly, the central government has 
been able to exert a far-reaching control 
over the production and distribution of 
sugar cane and beets (and sugar) with- 
out affecting substantially the day-by- 
day activities of the industry. Govern- 
ment interference need not retard 
business enterprise and initiative. 

Fifthly, in the administration of the 
Sugar Act, it was apparent at all times 
that the proponents of the plan had not 
seen the many problems which would 
arise in its execution. Fortunately, the 
act provided a large measure of flexi- 
bility and broad discretionary powers 
for the administrator. Such flexibility 
was essential in order that there be an 
effective execution of the provisions of 
the act. If it is necessary that industry 
operate under Federal direction under a 
broad plan, it is likewise necessary that 
flexibility be provided. In the future, 
government and business will be faced 
with the difficult question of obtaining 
effective administration and, at the 
same time, of protecting the individual 
and property rights of the persons 
affected. 

The age-old problem of the best ar- 
rangement of the relationship of men to 
the central government has been com- 
plicated by the events of our modern 
industrial-political life. The answer to 
this problem, either by government or 
by business, may be reached after pa- 
tient examination, and by trial and 
error; it cannot be reached if the facts 
of that life are disregarded. 





FACTORING 


BY OWEN T. JONES 


N recent years we have witnessed 

a growing interest in the activities 

of the factor. Long known to the 
textile industry, and one of the oldest 
forms of financing, it was not until 
recently that the factor evolved in- 
to a financial agent for trades other 
than textiles. The specialized nature 
of the service and the great attention 
to detail have contributed to the lack 
of understanding of the nature of its 
operations. Once the aura of mystery 
is dispelled, however, we find a financial 
agent of long tradition and experience 
rendering a service unique only in its 
method of operation and in its breadth. 


EXHIBIT I 


Tue Factrorinc RELATIONSHIP 


disputes 


Merchandii i 
erchandlise shipped on oe 
on regular terms 





Manufacturer 





Definition and Functions. Factoring, 
in its simplest form, consists of the 
discounting of sales and the assumption 
of credit risks. In its broader aspects 
it performs the following functions: 
(1) provides working capital by dis- 
counting sales, (2) eliminates credit 
losses by assuming credit risks, (3) 
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renders merchandising assistance by 
means of market contacts and styling 
and selling experience, (4) provides 
certain auxiliary services required by 
clients in connection with finances 
and sales. We have here a breadth of 
service not ordinarily furnished by 
financial institutions, but, as we shail 
presently see, this arises from the 
unique background and evolution of 
the factor. 


Increased Recognition. It was not 
until “factored receivables” appeared, 
first in 1928, on the financial state- 
ments of the publicly held Commercial 
Investment Trust, and, later in 1933, 
on the statements of Commercial 
Credit Company—the securities of 
which were also publicly held—that 
factoring became a subject of interest 
beyond the textile field. Meanwhile, 
the service began to expand into other 
industries, a movement to which the 
depression gave impetus. ‘The total 
factoring volume of reporting houses 
increased from $344,980,000 in 1928 to 
$542,510,000 in 1933. 

As the service has expanded it has 
come more and more to the attention 
of the business man. In its direct 
bearing on his own business, it stands 
as an important means by which he 
may increase his working capital, may 
be afforded relief from financial, credit, 
and collection worries, and may be 
permitted to devote his entire time 
to merchandising and selling. More- 
over, the business man has found him- 
self extending credit to more factored 
concerns, or, as the result of buying 
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‘rom such concerns, he has had to make 
e and more remittances for such 
irchases to a factor rather than to 
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The Factor’s History and Evolution 


The Factor’s Evolution. Factoring 
had its origin in the early English 
agent abroad who received merchan- 
dise from English mills with the au- 
thority to act for them in the foreign 
sale. The mills naturally endeavored 
to ion the agents responsible for the 
foreign credits so that as the agents’ 
business grew they came to guarantee 
these credits. As these agents became 
stronger the mills also turned to them 
or money to be advanced pending 
1) the sale of the merchandise in the 
agent’s possession, and (2) the matu- 
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century, however, there was a gradual 
separation of the merchandising and 
financial functions. Many of the old 
commission merchants turned exclu- 
sively to the financial function, and 
the term “factor” came to refer only 
to such houses offering the service of 
discounting sales, advancing funds, 
assuming credit risks, and collecting 
accounts. There developed, in turn, 
the selling agent who attended strictly 
to the merchandising function, and 
who, in many cases, maintained an 
independent but close connection with 
the modern factor who would provide 
the financial service that the selling 
agent’s mills required. 

The history of most of our large 
modern factoring houses reveals this 
early beginning as commission mer- 
chants. Four of these houses had such 


rity of existing receivables. These two an origin prior to the middle of the 
EXHIBIT II 
FACTORING 
Number of Number of Invested Annual 
Concerns Employees Capital Sales 
192 16 1214 $39,770,000 $344,980,000 
1929 17 1544 51,760,000 485,220,000 
1930 17 1664 50,600,000 505,450,000 
1931 17 1699 50,480,000 490,750,000 
1932 18 1696 49,940,000 436,830,000 
1933 20 1588 46, 190,000 542,510,000 
Source: Figures submitted to National Recovery Administration. 


types of advances later became clearly 
lifferentiated into advances on mer- 
chandise and the discounting of sales. 

The business of these agents ex- 
panded and American mills sought 
their services for domestic business. 
In the United States there evolved 
the commission merchant, also known 
as a factor, that acted as a merchan- 
dising and financial agent for foreign 
and domestic mills in the various 
divisions of the textile field. For the 
last century these large and widely 
known commission merchants repre- 
sented the very lifeblood of the textile 
industry. During the last quarter 





nineteenth century: William Iselin & 
Co., Inc., being founded in 1808; 
Rusch & Co. in 1827; Fred’k Vietor & 
Achelis and Schefer, Schramm & Vogel, 
both of which are now a part of the 
Commercial Factors Corporation, in 
1828 and 1838 respectively; and L. F. 
Dommerich & Co. in 1839. In each case 
the dual rdles of financing and merchan- 
dising were finally discontinued in favor 
of the strictly financial rdle. There still 
remain, however, some of the old type 
commission houses. Furthermore, in 
the textile industry the factoring serv- 
ice is offered in a limited way by parent 
concerns to their affiliates or by private 
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interests to a few of their mills. It is, 
consequently, difficult to gauge accu- 
rately the total volume of factoring ac- 
tually done. 


The Factor in Law. Concomitant 
with this evolutionary growth of the 
modern factor, there developed in 
early English common law and in our 
American statutes a voluminous set 
of principles definitely recognizing the 
legal position of the factor. In New 
York State, where virtually all of the 
factoring organizations are located, 
the law treats extensively with the 
subject, and in Sections #43 and #45 
of the Personal Property Law special 
recognition is accorded to such matters 
as the factor’s lien and the factor’s 
rights as consignee. 

It has not been until recently, 
however, that our legal parlance has 
recognized the difference between the 
modern usage of the term “factor” 
and the old usage embracing the selling 
function. As late as 1924 the New York 
State Court of Appeals said in a lead- 
ing case: 


The standard, presumptive meaning of 
the word factor does include and denote 
a selling agent.! 


In another case during 1926 the court 
was even more explicit: 


The habit of persons who are really com- 
mercial banks or financial agents of styling 
themselves as factors seems very common. 
In the common law sense of the term a 
“factor” is an agent to whom merchandise 
is entrusted for the purpose of sale. If he 
also guarantees the purchasers credit he 
is a del credere factor. In this case the de- 


1 Shoyer et al. v. Edmund Wright-Ginsberg Co., 148 
N.E. 328, 240 N.Y. 223, modifying judgment (1924) 
206 N.Y.S. 421, 210 App. Div. 645. 

2 Lemnos Broad Silk Works, Inc. v. Spiegelberg, 217 
N.Y.S. 595, 127 Misc. Rep. 855. 

3 McKinney’s Consolidated Laws, Personal Property 


fendants were in no sense factors. They 
were simply financial agents in the nature 
of commercial bankers. They did not sell 
the plaintiff’s merchandise.? 


In 1931, however, Section #45 of 
the New York State Personal Property 
Law was amended as follows: 


The terms “factor” and “factors” wher- 
ever used in: this section include any con- 
signee or consignees . . . whether or not 
such consignees . . . are employed to sell 
such merchandise. .. . * 


In 1933 in an important decision, al- 
though still maintaining the distinction 
between the old common law concept of 
“factor” and the newer statuatory defi- 
nition, the court stated: 


The definition of factor may have to 
yield to “commercial and trade usages and 
understandings” . .. where . . . the 
word factor may no longer . . . indicate a 
person enjoying the powers and bearing 
the responsibilities of a selling agent.‘ 


The Leading Factors. As a result 
of this evolutionary growth of the 
factoring business, we now have a 
number of houses of varied size and 
character offering the service. A few 
of those shown in Exhibit III may 
still sell some merchandise, but most 
of them are strictly factors in the 
modern sense of the term. All of the 
names shown are either partnerships 
or closely held corporations, except 
for the three wholly owned subsidiaries 
of Commercial Investment Trust and 
the two wholly owned subsidiaries 
of Commercial Credit Company. In 
each instance, however, these five 
Law Section #45 addenda: “seventh paragraph new. 
Added by L. 1931, ch. 766, in effect Apr. 25, 1931.” 
“Irving Trust Co. v. B. Lindner & Bro., 190 N.E.: 


332, 264 N.Y. 165, mod. 267 N.Y.S. 964, 240 App. 
Div. 879, rearg. deu. 191 N.E. 621, 264 N.Y. 675. 
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sidiary companies are managed ment Trust and Commercial Credit 
an independent executive staff Company. Factoring, in turn, as will 
vhich represents without break of _ be seen from Exhibit IV, represented 


ntinuity the original management. approximately 33% of Commercial 
In the absence of sales figures the Investment Trust’s total 1934 volume, 
tive size of the different factors and “factored receivables” represented 
EXHIBIT III 
Factors 
\uffmordt & Co. Crompton-Richmond Co. Mill Factors Corporation 
inn Emmerich & Co., Inc. L. F. Dommerich & Co. Reiss Factors Corp. 
rnard Phillips Factors, Inc. tEdmund Wright-Ginsberg Corp. Rusch & Co. 
\. Caesar & Co. H. M. Hubshman & Bro. Shapiro Bros. Factors Corp. 
Century Factors, Inc. TWilliam Iselin & Co., Inc. James Talcott, Inc. 
n & Co. tMeinhard, Greeff & Co., Inc. tTextile Banking Co. 


mercial Factors Corp. 


ed subsidiary of James Talcott, Inc. 
ed subsidiary of Commercial Investment Trust, Inc. t Wholly owned subsidiary of Commercial Credit Company. 


Houses represented at factors’ group meetings, New York City. 


EXHIBIT IV 
CLASSIFICATION OF OUTSTANDINGS AND PURCHASES 
Commercial Investment Trust 








Purchases for Year Receivables Outstanding 
Ended Dec. 31, 1934 on Dec. 31,1934 
tail Automobile Installment Lien Notes 224,819,362 28.8% $124,697,777 64.3% 
Wholesale Automobile Lien Notes and Acceptances 259,000,608 33.2 14,003,629 7.2 
ints Receivable of Factoring Companies 254,972,370 32.7 27,907,268 14.4 
4. Industrial Installment Notes (other than automobiles) 38,995,174 5.0 27,449,183 14.1 
Foreign Receivables 1,961,734 0.3 








$779,749,248 100.0% $193,920,797 100.0% 


Commercial Credit Company 





Purchases for Year Receivables Outstanding 
Ended Dec. 31, 1934 on Dec. 31, 1034 
Motor Lien Retail Time Sales Notes $ 96,148,070 25.4% $54,419,516 56.6% 
2. Motor Lien Wholesale Notes and Acceptances 127,980,003 33.9 11,176,967 11.6 
Open Accounts, Notes, Acceptances, and Rediscounts 134,984,849 35.7 "Ee. 988,76 16.0 
4. Industrial Lien Retail Time Sales Notes 17,178,463 4.6 14,968,071 15.6 
\ll Export and Foreign Receivables 1,667,646 0.4 161,903 0.2 
$377,959,031 100.0% $ 96,082,200 100.0% 


es $10,948,055 Factored Receivables. 
\nnual Reports to Stockholders. 
annot be accurately determined. It approximately 14% of the total out- 
s generally recognized, however, that standings at December 31, 1934. With 
the houses shown in Exhibit III, © Commercial Credit Company these fig- 
ne five doing the largest factoring ures were approximately 26% and 11% 
business are Commercial Factors Cor- respectively. 
poration, L. F. Dommerich & Co., Developments in the Factoring Field. 
William Iselin & Co., Inc., James In addition to the entrance of Commer- 
Valcott, Inc., and the Textile Banking cial Investment Trust and Commercial 
Company, Inc. It is also estimated Credit Company into the factoring 
it over half of the present factoring field, there has been discernible a tend- 
lume is done by the wholly owned _ ency toward consolidation among fac- 
bsidiaries of Commercial Invest- toring houses. The Commercial Factors 
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Corporation represents a consolidation 
of Fred’k Vietor & Achelis, Peierls, 
Buhler & Co., Schefer, Schramm & 
Vogel, and L. Erstein & Bro., Inc.; 
Meinhard, Greeff & Co., Inc., is a 
combination of the Greeff & Co. and 
Morton H. Meinhard & Co., Inc.; Wil- 
liam Iselin & Co., Inc., acquired the 
business of Fred’k Ludewig & Co. and 
Fabrics Factors Corporation in 1930, 
and this year announced the acquisi- 
tion of the Passavant & Co. business. 
Within the last year James Talcott, 
Inc., took over Barnard Phillips, Inc. 

On the other hand, we have wit- 
nessed during 1934 and 1935 the forma- 
tion of a number of comparatively 
small factoring concerns. Most of these 
are located in New York as are all the 
large factoring houses because of the 
city’s strategic location in the textile 
and financial fields. Others, recently 
organized, have purported to offer 
for the first time a local factoring 
service in the Middle West just as we 
have had some organizations styling 
themselves “‘factors”’ operating on the 
West Coast. While representing an in- 
teresting development in the factor- 
ing field, these middle western and far 
western concerns differ from those lo- 
cated in New York in that they gener- 
ally service a very specialized trade and 
lack the breadth of service and back- 
ground of the eastern organizations. 

It will be seen, therefore, that while 
factoring is an old service, it is keeping 
abreast with economic development by 
constant adaptations within its own 
field. The factors may be further char- 
acterized by their diversity in size and 
background. The principal houses, 
however, have this momentum derived 
from the evolution from an early mer- 
chandising house to a strictly financial 
house. In this respect, it is believed, 
the factor is unique. 


The Factor’s Functions and Operations 


We described the functions of the 
factor as being those of (1) discount- 
ing sales, (2) assuming credit risks, 
(3) offering merchandise assistance 
and advice, (4) providing certain auxil- 
lary services required by the client. 


The Factor’s Contract. These func- 
tions are performed under a contract 
similar to that shown in Exhibit V on 
page 198. The contracts used by the dif- 
ferent factors will vary in detail, but in 
principle they are, as a rule, virtually 
the same. This is particularly true 
in so far as they relate to the first two 
functions, for which the method of 
operation is becoming more and more 
standardized. In regard to the last 
two functions, however, there will be 
found considerable variance both in 
regard to policy and in method of 
operation. 


The Discounting and Credit Func- 
tions. The regular business of dis- 
counting sales and assuming credit 
risks is conducted on the “‘ notification” 
plan. Under this method the face of 
the invoices sent out by the client 
carries a factor’s notation which reads 
somewhat as follows: 


This bill is assigned to and payable only 
to our factors, the A.B.C. Factoring 
Company, to whom notice must be given 
of any merchandise returns or claims 
for shortage, non-delivery, or for other 
grounds. 


Copies of such invoices are sent by 
the client to the factor together with 
the express receipts, duplicate bills of 
lading, or other shipping documents. 
With this material to authenticate 
the invoice, and with payments to be 
made by the customer to the factor, 
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e jatter is then prepared to discount 
e invoice and handle all collection 
roblems. 
Prior to each shipment of merchan- 
however, the factor’s credit ap- 
oroval must be secured.® The flexibility 
‘the credit service of the larger factor- 
og houses meets the requirements of 
virtually any client in this respect. 
For clients having New York City of- 
es this approval may be given over 
.e telephone and subsequently ap- 
ved in writing. For clients outside 
New York City teletype facilities 
telegraphic codes are used to expe- 
dite this work. Where goods are manu- 
tured in advance on order, the factor 
prepared to give an advance credit 
nion subject to a final approval 
fore shipment. Where immediate 
ipments out of stock are required 
of credit may be established 
f within which a client may make such 
mmediate deliveries. 
Once an approved shipment is made 
nd the merchandise found to be 
tisfactory and accepted, the client 
a further dealings with his cus- 
mer on this particular transaction. 
e factor assumes any loss due to in- 
vency, unless, as in some cases, it 
allowed its client to make a few 
n his own risk after refusing to 
k such credits. In the event, how- 
r, there is a failure to pay because 
merchandise dispute, the factor 
harge such an account back to 
client. Under such circumstances, 


‘v 


tor’s credit information about the client’s 

built up principally from three sources: 

rts of such agencies as Dun & Bradstreet, 

Credit Office, etc.; (2) information from other 

1 banks, and from the trade in general; 
lactor’s own contact with the customer. 

> credit agencies have within recent years so 

1 and improved their service that their 

w constitute an important base from which 

lit checking begins. The close manner in 


IgI 


the factor is prepared to assist in the 
settlement of such disputes, and when 
they are palpably devices to cover ac- 
tual insolvency the factor will assume 
such risks. 

Upon receiving the copy of invoice 
and the supporting shipping docu- 
ments, the factor is prepared to ad- 
vance cash on the amount of such 
invoices less a small reserve as protec- 
tion against returns, charge-backs, 
and other contingencies. Some clients 
take the money as fast as the invoices 
go through. Others get only enough 
for pay rolls and current bills until 
the monthly accounting when the 
factor ordinarily sends them a check 
for the equity in their account. Still 
other clients prefer to carry a credit 
balance with the factor. This the 
factor cannot profitably permit, and, 
ordinarily, is prepared to do so only 
by creating a special account in which 
such balances may be carried at an 
interest rate considerably below that 
of the regular account. 

These transactions are all recorded 
in the account—called ‘‘ Account Cur- 
rent” in Exhibit V—between the 
factor and the client. This account is 
generally rendered monthly, as of the 
end of the month, with interest com- 
pounded semiannually. Most factoring 
concerns compute this interest at 6% 
per annum on both debit and credit 
entries. At the end of the month the 
value of the sales of that month is cred- 
ited to the account, a procedure having 
which credit men, as a group, work together permits 
the ready interchange of information not immediately 
available from the agencies or not given in their 
reports. Finally, the factor’s strategic position often 
makes available confidential information not issued 
elsewhere. This is particularly true where several 
of the customer’s important sources of supply use the 
same factor. Under such circumstances it is essential 


for the customer to establish proper credit with that 
factor in order to obtain such supplies. 
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the effect of throwing the account back 
into a credit position from the accumu- 
lated debit position created by checks 
issued to the client during the month. 
For those clients taking money as fast 
as shipments are made, or prior to the 
end of month accounting, the factor 
maintains a memorandum account 
showing current debits and credits 
arising from the daily sales and checks 
issued. 

The value of the month’s sales 
credited to the client’s account is 
calculated and reported in a separate 
statement also rendered monthly and 
referred to as “Account Sales” in 
Exhibit V. Calculating the value of 
the month’s sales as of the end of the 
month involves finding the average 
maturity date of such sales, adding 
ordinarily ten days for collection and 
slow payment, and anticipating from 


such average due date to the end of 
the month. Deducting the factor’s 
commission we arrive at the amount 
credited to the client’s account. While 
accounting methods will vary some- 
what among the various factoring 
houses, they are governed by essen- 
tially the same principles in arriving 
at this figure.® : 

It should be noted that in a few 
instances the account with the client 
is handled by the factor on a “collec- 
tion” rather than a “discounting” 
basis. Under this method the account 
is credited with the collections as they 
are made. Because of the additional 
bookkeeping detail most factors prefer 
not to handle their accounts on this 
basis, although in some cases it is 
necessary because of the peculiar collec- 
tion problems with certain classes of 
trade. 


6 Under a discounting arrangement similar to that shown in Exhibit V, we may briefly outline as follows the 


accounting procedure involved when: 


1. Sales are made on July 10 and 18 amounting to $3,000 and $1,000 on terms of net 30 and net 60 


respectively. 


2. Checks are received by the client on July 11, 19, and 31 for $3,000, $250, and $650 respectively. 

3. The client has a credit balance with the factor on July 1 of $364.80. 

4. The factor receives a commission of 2% on net sales. 

An Account Current will be rendered to the client for the month of July which, giving recognition to the above 


transactions, will appear as follows: 


AccounT CuRRENT 
Rendered as of July 31, 1935 


July 11: Check $3,000.00 
~~ ™ 250.00 
~ eee. = 650.00 
“31: Interest 9.96 
* 31: Credit Balance Forward 356.41 

$4,266.37 


July 1: Balance 


“ee 


$ 364.80 
31: Interest 1.82 
31: Account Sales 3,899.75 


“ 


$4,266.37 


The $3,899.75 credited to Account Current from Account Sales will be arrived at as follows: 


Account SALES 
Sales for Month of July 


Avg. Due Date 
(Including 10 


Date of Due Days for 

Invoice Amount Terms Date Collection) 
Sales: July to $3,000 Net 30 Aug. 10) 

July 18 1,000 Net 60 Sept. 18 } Aug. 3! 
Commissions: 80 July 15) 


Value of July Sales Aug. 31: $3,920.00 


“ce “ee ae 


July 31: 3,899.75 
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be seen, therefore, that factor- 
relates to the two principal 


f discounting sales and 


o credit risks, really amounts 


- business on a cash basis. The 


methods of accounting are 
to the basic principle that 


i” 
were selling to a cash customer. 
ifter, he is not concerned about 


ac 


nt may receive from the factor, 


hipment of the merchandise, 


of the invoice in cash just 


mer’s inability to pay. The 


] 


ash customer is universally 
To most business execu- 
a customer is worth at 


1 2% or 3% discount, and therein 
-one of the most cogent reasons 
toring as well as an important 


saving incident to the 


Verchandising Function. The 
tion of providing merchandis- 


ssistance is an intangible one that 


appear in the contract form. 


several aspects. In the first place, 
ctor has its own actual selling 
styling background. Out of this 
has been built up a fund of ex- 


on merchandising problems. 
second place, the factor has, 
this former merchandising 
| through its present close re- 
with mills, agents, and finish- 


i t 
AT OE and 


) 
| 


isually broad market contacts. 


rough its own necessarily 
broad credit department, 


ris in a peculiarly good posi- 


extent te 


) 


m which to observe merchan- 
ng developments and trends. The 


which the factor’s clients 


ize such help depends upon their 
In many cases, however, it is 
quite extensively on such prob- 


developing new products and 
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securing new sales outlets 
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and new agents, or formulating manu- 
facturing and sales policies. 


The Auxiliary Services. The fourth 
function embraces a number of auxil- 
lary services some of which many fac- 
tors do not offer. These services are 
generally covered by clauses supple- 
mental to the regular factoring contract. 

Perhaps the chief of these auxiliary 
services is making advances on con- 
signed merchandise. Formerly this was 
a common practice among factoring 
houses but during recent years it has 
been less prevalent. At the present 
time such advances are made provided 
(1) that they may be liquidated season- 
ally, (2) that, where possible, the 
consigned merchandise has been made 
up against approved orders for future 
delivery, and (3) that the amount of 
such advances shall not exceed a con- 
servative percentage valuation of the 
merchandise, such as 30% to 50% on 
certain types of finished goods, or 
70% to 85% on staples, such as grey 
goods. Instead of having banking 
lines supplementing the regular factor- 
ing service, as is the usual practice, 
some clients prefer to do their entire fi- 
nancing through the factor by means of 
advances on merchandise. Most fac- 
tors, however, discourage the practice. 

The “house” facilities comprise a 
group of auxiliary services also less 
common than formerly. These include 
space on the factor’s premises for the 
storage and display of merchandise 
and maintenance of a selling office. 
Under such an arrangement the factor 
generally provides shipping and billing 
facilities as well. These house services 
are used most frequently by selling 
agents who may thereby operate with 
a minimum overhead since the factor 
is ordinarily paid by a commission 
on sales for these services. 
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Other auxiliary services include the 
handling of customs and entry of im- 
ported goods, as well as assistance 
to foreign mills in the conduct of their 
American business. In other cases the 
factor may attend to or advise its 
client on tax and insurance matters 
and corporate organization and part- 
nership problems. 

It will be seen, therefore, that, much 
more than customary even with the 
commercial bank, there is a high degree 
of intimacy in the factor’s relations 
with its clients. The extent of this 
will determine largely the auxiliary 
services supplied. 


The Factor’s Compensation. For these 
various services the factor is com- 
pensated by two sources of revenue: 
the commission on net sales, and the 
interest charge. The 6% interest charge 
is used by all factoring houses. Its basis 
rests in the privilege of customers to 
anticipate at 6% in the payment of 
their bills, and the monthly accounting 
of the factor is based on the assumption 
that all customers anticipated as of the 
end of the month. 

The commission represents the prin- 
cipal means of compensation. It is 
calculated on net sales and its amount 
is determined by various elements 
governing the profitability of an ac- 
count, the chief of which are volume 
of sales, terms of sale, class of trade 
sold, and average unit of invoice. 

As a general rule the larger factoring 
houses do not take on an account 
having an expected volume of less 
than a quarter to half a million dollars, 
unless it is simply additional business 
for a selling agent already factored. 
Neither will they take on a business 
selling to such an undesirable class of 
trade that they could not satisfactorily 
check the credits because of the poor 
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credit risk. Sales made on terms exceed. 
ing 90 days are generally discouraged, 
and sales involving a high number of 
small shipments and the attendan; 
bookkeeping detail, while not neces. 
sarily discouraged, do require a com. 
mensurate increase in commission. 

The volume of sales and terms of 
sale, together with the character and 
standing of the client,’ are in most 
cases the principal considerations. The 
importance of the terms of sale rests 
in the bearing it has upon the length 
of time capital is tied up and the period 
of time on credit risk. Wide variations 
in the factor’s commissions necessarily 
follow from the varied terms used by 
the factor’s clients. Cotton goods carry 
terms of from 10 days to 70 days, 
woolens and worsteds 60 days, in 
both men’s and women’s wear, with 
some extra dating, silks and rayon 
10 days end-of-month and 60 days, 
shoe manufacturers 30 days with some 
10 days, paper and pulp manufacturers 
30 days. Commissions, consequently, 
are often broken down on the basis of 
terms and in turn bracketed on the 
basis of volume. On to-day busi- 
ness and volumes running well over 
$1,000,000, some factoring is done as 
low as 34%. For longer terms and 
smaller volumes the commission may 
exceed 3%. 

Such a commission will cover the 
assumption of credit risks and the 
discounting of sales. Practice, however, 
is not at all uniform in regard to the 
auxiliary services. In addition to the 
interest received on merchandise ad- 
vances, sometimes an additional com- 
mission is charged. House services are 
generally covered by an added com- 
mission, although certain ones are 
often put on an individual cost basis. 
The other auxiliary services are some- 
times rendered under the regular com- 
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mission, while some houses charge for 
them individually. In this entire mat- 
ter of charges for services rendered, 
we find a considerable variance in 
the methods used by the different 
The Factor’s Economic Position 

Financial history shows a wide range 
f companies that have offered in part 
the service provided by the factor. 
The principle of securing money on 
sales before the maturity of the ac- 

unts receivable is one of the most 
ancient in commerce and finance. Com- 
iodity loans are an old and common 
banking practice. Steps to procure 

otection against credit losses is also 
a | custom. To the present time, 
the distinction between the various or- 
ganizations rendering these services has 
been largely one of method, degree of 
specialization, and breadth of service. 
Today, in addition to the factor, there 
are three principal agents in the field. 
They are the commercial bank, the 
finance company, and the credit in- 

ance company. 

The distinction would not always 
have been clear between the early 
factor and the early banker before 
the latter began accepting deposits 
and finally in the seventeenth century 
laid the beginnings of modern bank- 
ing. Commercial banks today loan 
principally on general credit in contrast 
to the factor’s discounting of receiv- 
ables. In some cases, however, the bank 
requires the assignment of accounts 
receivable as additional security. Com- 
modity loans constitute an important 
part of the business of some banks just 
as some factors loan against consigned 
merchandise. Depending upon the size 
of the institutions, both the commer- 
clal bank and the factor render various 
auxiliary services for the client. In 


each case the service is of a confidential 
nature and the relationship a close one. 
But there is a very real difference in the 
manner in which it is actually rendered. 
The factor’s is necessarily more spe- 
cialized and more comprehensive with 
its assumption of credit risks and its 
merchandising tradition. It involves, 
consequently, a more specialized per- 
sonnel. Moreover, special office and 
credit facilities are required to attend 
to the greater detail in handling credits, 
collections, and accounting. It will be 
generally found, however, that the 
banks and the factor cooperate closely. 
The latter secures a large part of its 
money through the commercial bank, 
and is thereby guaranteeing to the 
bank the financing of a broad class of 
companies which the bank is either not 
prepared or not equipped to finance. 
The term “finance company” em- 
braces a wide range of organizations 
a great number of which do not serv- 
ice the same class of trade as the factor 
and whose business is an essentially 
different one from that of the factor. 
Such companies include those concern- 
ing themselves with wholesale and re- 
tail automobile financing, the financing 
of installment selling, or the personal 
finance business. There is, however, an- 
other group which discounts and buys 
open accounts receivable that has, in 
the point of service rendered, a great 
deal in common with factoring. But 
here again we find a number of very 
important differences between such fi- 
nance companies and the factor. In the 
first place, the factor has a great deal 
more experience and background. In 
contrast to the factor’s long evolution, 
we find the first finance company or- 
ganized in 1905’ to purchase open 


7 Merrick, Robert G., The Modern Credit Company. 


Baltimore: The Norman, Remington Co., 1922, pp. 
5-6. “As far as could be ascertained the first company 
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accounts on the non-notification basis, 
the method used by such companies. In 
the second place, the factor offers an es- 
sentially broader service through its 
auxiliary services, merchandise back- 
ground, and assumption of credit 
risks. The finance company does not 
ordinarily guarantee credits. Thirdly, 
there is the distinction between the 
**non-notification” method used by the 
finance companies and the “‘notifica- 
tion” method used by the factor. Under 
the latter method the client’s customer 
is advised of the sale of the receivables 
by means of the factor’s notation on the 
invoices, and then remits to the factor 
who handles all collections, accounts 
receivable ledgers, and bookkeeping. 
Under the former method the client’s 
customer does not learn of the assign- 
ment of the account and remits to 
the client who acts as a collecting 
agent in turning over the proceeds to 
the finance company. This involves 
a very real difference in the method of 
conducting the business. By having 
the invoices payable direct, the factor 
is in an infinitely stronger position for 
controlling the receivables and the 
collections, is able to render a more 
flexible service for its client and do 
him more favors, and need not take 
all the precautionary steps otherwise 
found necessary, such as frequent ex- 
amination of client’s books, rigid con- 
tracts covering the transmission of 
funds, and fidelity bonds. Finally, 
under a factoring arrangement, by 
virtue of the discounting of sales, a 
cash balance is created with the factor 


formed solely to purchase open book accounts was the 
Mercantile Credit Company of Chicago. This concern 
was organized in 1905 . % 

8 Ackerman, Saul B. and Neuner, John J., Credit 
Insurance. New York: The Ronald Press Company, 
1924, pp. 5-6. ‘‘ New York, New Jersey, and Louisiana 
were the first states to enact legislation permitting 
the incorporation of companies to issue policies, con- 


against which the client may dray, 
The finance company, however, only 
loans against receivables so that under 
such an arrangement the client appears 
as a borrower of funds with a liability 
appearing on his balance sheet. 

Credit insurance companies are, in 
contrast to factoring houses, also of 
comparatively recent origin. The first 
company in this field was organized in 
1889.8 Concerns of this type deal ex- 
clusively with credit and, in a limited 
way, collection problems. While they 
offer a varied service in their field, 
it is not as complete as the factor 
provides, and, because their measure 
of credit responsibility is usually re- 
stricted to agency ratings, it is, in this 
respect, less flexible than the factor’s, 
The client of a credit insurance com- 
pany must assume a certain “normal 
loss,”’ ordinarily he must be a co-insurer 
for a certain percentage of the loss, 
and he must check his own credits. 
The factor’s client, on the other hand, 
is relieved of any credit loss, has his 
credits checked for him, and has all 
of the bookkeeping and collection 
problems taken care of. The fields of 
the factor and the credit insurance 
company impinge upon each other to 
only a limited extent, for the factor 
is generally interested in providing a 
far broader service than that of assum- 
ing credit risks. 

When compared with these three 
principal financial agents, factoring, 
it will be seen, has in its merchandising 
tradition and in its broad and flexible 
service two distinguishing features. 


tracts, or bonds of indemnity against losses to those 
engaged in giving credit. These laws were enacted in 
1885 and 1896. 

“ ... the United States Credit System Company 
of New Jersey, organized in 1869, was the frst 
American company in the credit insurance business 
which operated for any length of time.” 
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have the discounting service, the 


We 
assumption of credit risks, a merchan- 
jise tradition, and special auxiliary 
services all combined into one service 
nique among financial institutions 
for its breadth and flexibility. 


{ lientele of the Factor 
The clientele using this service does 
under a diverse set of conditions 
and for a variety of reasons. In general, 
vith each client we will find any one 
‘the following conditions obtaining: 
1. Where the management, because of 
inexperience in financial and credit matters 
r because of a desire to relieve itself of 
these problems, wishes to concern itself 
xclusively with production, sales, and 
stribution problems and places financial 
nd credit matters in the hands of a third 
party who specializes in them. 
2. Where a portion of the sales is made 
. clearly distinguishable class of trade 
vith which the management is unfamiliar, 
t equipped to pass upon properly for 
credit purposes, does not wish to incur the 
erhead necessary to set up such a credit 
and where by factoring such a 
rtion of sales the management has access 
the factor’s credit facilities for reason- 
ble credit information on the entire sales. 
3. Where there is inadequate working 
capital because of a disproportionately 
large percentage of invested capital tied 
n fixed assets, or where liquid capital 
s been depleted and where additional 
is needed to meet the demands of 
pressing creditors, or to discharge bur- 
jensome bank lines and avert financial 
embarrassment. 
. Where the management uses this 
means of securing additional capital to 
lelay getting permanent capital or to 
avoid the necessity of securing additional 
permanent capital and sharing the addi- 
tional profits with new stockholders or part- 


+ 


5. Where, for the sake of flexibility, a 
minimum of overhead in credit, book- 
eeping, and collection facilities is desired. 
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6. Where invested capital is inadequate 
for plant capacity and managerial ability, 
and where the cost of factoring is absorbed 
by the additional profits from increased 
sales. 

7. Where the management wishes, for 
the sake of flexibility, simplicity, and 
economy, to conduct its business on the 
equivalent of a cash basis. 


This clientele embraces organizations 
of varied character, industries, and 
size. The larger the factoring house, 
the larger the clients. Textiles still 
represent a greater percentage of the 
factor’s volume than any other field, but 
this percentage is constantly decreasing 
as factoring concerns turn more and 
more toward other industries. This the 
factors were unable to do conveniently 
until after the separation of the mer- 
chandising and financial functions of 
the old textile commission houses, be- 
cause in most other industries there was 
not such an alliance of these two func- 
tions in the hands of a third party. Once 
they were segregated the factor rapidly 
expanded its business until now we 
find clients in the shoe, paper and 
pulp, liquor, pottery, hat, marble 
wholesale, electrical appliance, leather, 
and other trades. Steps have been 
taken toward factoring entire trades 
through trade associations. The pos- 
sible fields for the factoring service 
embrace virtually all products sold 
on open commercial accounts on terms 
up to go days. 

We have seen that the total factoring 
volume of the reporting houses from 
1928 to 1933 showed approximately 
a 60% increase. While figures for 1934 
are not available, it is understood that 
this growth has continued. There 
have been a number of contributing 
elements to this. Within the last 
few years the working capital position 
of many manufacturers has been im- 
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paired by (1) protracted losses, (2) in- able risks—all help the factor’s busi. 
creased costs under NRA, and (3) _ ness. ‘The entrepreneur of the future, 
increased taxes. These elements, to- desirous of relief from financial and 
gether with the frequent necessity of | credit problems, and wishing to ep- 
selling to an unfamiliar trade, have hance the use of his own capital and 
made it increasingly difficult and in- conserve it against credit losses, js 
advisable for the manufacturers to very likely to seek the services of g 
have much working capital tied up in _ factor. 

receivables. Nor were these manu- Therefore we have in factoring an 
facturers able to comply with their institution of tradition and long experi- 
customers’ occasional need for special ence, the economic justification of 
credit accommodations. Selling for which lies in its increasing volume, 
cash, of which factoring was the profitable operation, and growing ac- 


equivalent, was the solution. ceptance. It renders a common and 
"1. F FP fundamental service distinguished only 
é factor s future by its method of operation and breadth 


Of these adverse elements, increased and flexibility. It has the momentum 
taxes appear to be with us for some of over a century’s evolution and 
time. Increased costs are likely to growth. It has demonstrated a facility 
continue to some degree as the result in adapting itself to changing condi- 
of the growing labor problem and the _ tions. Given this momentum and this 
carry-over from the NRA. Moreover, adaptability, its future rests only with 
the continued unwillingness of the its ability to render at all times its 
bankers to lend to any but the best _ service at a cost commensurate with 
risks, and their readiness to loan to _ prevailing competition and business 
the factor who finances such unaccept- _ conditions. 


EXHIBIT V 
Form oF Factor’s Contract 
Dear Sirs: 
We take pleasure in confirming, by the following letter, the terms and conditions upon which we are to act 
as sole factor for the entire sales of your merchandise. 

1. All sales of such merchandise are to be made by you in your name and all accounts receivable now or 
hereafter created by such sales are hereby assigned to us in absolute ownership, subject to our obligation to 
account to you. We are to have the right to institute and maintain actions and proceedings in our name or other- 
wise to collect such accounts. Invoices and statements to customers are to be sent out in a manner and on forms 
approved by us, and are to be payable only to us at our office. Shipping or delivery receipts are to be delivered to 
us covering each day’s sales. 

2. Sales and deliveries are to be made only with the written approval of our Credit Department. If a cus- 
tomer’s credit becomes impaired in our opinion before the actual delivery of the merchandise to him, we have the 
right to withdraw our approval of any order taken from him. We shall also be entitled to exercise a seller’s right 
of stoppage in transitu or replevin, and any merchandise so recovered shall be dealt with, as between us, as re- 
turned merchandise. We shall not be liable to any person or in any manner for refusing to approve the delivery of 
merchandise sold or for exercising our rights as set forth herein. 

3. On sales thus approved, we will assume any loss by reason of the insolvency of the customer, such assump- 
tion of credit risk going into effect upon delivery and acceptance without dispute of the merchandise by the cus- 
tomer. If an unadjusted claim or dispute delays the payment of an account when due, our assumption of the credit 
risk is cancelled, and the amount thereof may be charged back to you as of the date of original credit. 

4. You will report to us all rejections and returns of merchandise and customers’ claims immediately upon 
learning thereof, and will promptly adjust all claims and disputes with customers. Any amount previously 
credited to you in connection with the sale of merchandise returned or rejected by customers shall be charged back 
to you as of the date of original credit and such merchandise is hereby transferred and pledged to us, and we are 
hereby given a lien thereon as security for any sums owing to us. If any such merchandise comes into your posses- 
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.gree to turn the same over to us unless the amount credited to you by reason of the sale of such mer- 
repaid or otherwise secured to us in a satisfactory manner. 

We will send you an account of sales within fifteen (15) days after the end of each month and as of the end 
nth will discount net sales (“‘net sales’’ wherever used herein being gross sales less returns, allowances 
discounts to customers upon the shortest selling terms) at the rate of six per cent (6%) per annum, 
10) days for collection and slow payment to the actual average due date, and credit you with the net 
thereof. We will remit to you upon request, and shall have the privilege of remitting at any time, the 
f = as they are made, or any amount standing to your credit. In order, however, to protect us against 


returns, claims, allowances, expenses or other items properly chargeable to your account hereunder, we 


erve an amount of past sales which is, in our opinion, reasonably necessary to cover such contingencies. 


invoices are to be made out and promptly mailed by you to customers in envelopes bearing return 
ur name and address, so that in the event of non-delivery the envelope will be returned to us, or, 
1est, you will send the original invoices to us for mailing to customers, at your expense. Our title to 
vill be confirmed by daily assignments thereof to us by you. In assigning your accounts to us, you 
and warrant that each account is based upon an actual sale and delivery of merchandise, that the 
1s made himself or itself absolutely liable for the payment of the amount stated in the invoice, that the 
invoice bears notice of assignment to us, and that the above provisions regarding the mailing or delivery 
s have been fulfilled. 
For our services and our assumption of credit risk as described herein, we shall be entitled to a commis- 
n the net sales and charged to you in account of sales monthly, value the fifteenth of the month of 





An account current will be rendered to you as of June 30th and December 31st of each year and at other 
d. Interest debit and credit at the rate of six per cent (6%) per annum. The accounts as rendered are 
i correct unless we receive in writing, within thirty (30) days from rendering, any objection thereto 
’ specifications. 
\ny amounts owing by you to us for merchandise purchased from any concern factored by us or for 
nterest, etc., are considered as advances against your sales and are chargeable to you in account 
y time at our option. 
iny checks, drafts, notes, acceptances, other moneyed instruments or cash in payment of any of the 
vable assigned to us hereunder should come to you, you will immediately turn them over to us. 
persons as we may from time to time designate, shall have the right to endorse all such instruments 
ume or otherwise. 
Should any excise or sales taxes be imposed by State, Federal or Local authorities in respect to sales 
r the merchandise affected by such sales, in such form that we are required to withhold or pay the 
h taxes, you agree to indemnify and hold us harmless in respect to such taxes and that any amount 
be so required to withhold or pay may be charged to your account. 
[his agreement shall go into effect on the date hereof and is to continue until terminated by either party 
days’ prior notice in writing. Should either party become insolvent, this contract is terminable by 
it nce. 
regoing is in accordance with your understanding, will you please sign and return both copies, after 
will sign and return one copy for your files with signatures completed. 


ipl 


Very truly yours, 





} 





PLANT LEDGERS AND PLANT ACCOUNTING 


BY W. A. HOSMER 


HE major problems in account- 

ing for plant have received a 

new emphasis in recent years 
because of the regulations of the Se- 
curities Exchange Commission, the new 
policy of the Treasury Department on 
depreciation under T.D. #4422, and the 
prevalence of write-downs and revalua- 
tions. These developments have raised 
new issues concerning depreciation and 
the basis of valuation, issues which in- 
volve a reéxamination of the methods 
used in accounting for plant and in 
preparing summary figures for publica- 
tion or for use by the management. 

It is becoming increasingly apparent 
that these problems cannot be consid- 
ered effectively apart from the detailed 
records of plant. Plant ledgers are 
something more than a convenient 
system for recording detailed facts in 
readily accessible form; the informa- 
tion contained therein is essential to a 
realistic analysis of the problems of 
plant accounting. For that reason plant 
ledgers will be considered in this article 
in part in their structural aspects as 
one portion of accounting systems, but 
principally as an accounting device 
which can throw added light on some 
of the intricate problems of account- 
ing for fixed assets in a rapidly chang- 
ing economic world. 


Problems in Recording the Acquisition 
and Retirement of Plant Units 


There are certain problems in plant 
accounting which have to be dealt with 
whether plant ledgers are carried or 
not. Regardless of the state of the de- 
tailed records, it is necessary to deter- 
mine what the total investment in 


plant is and the extent to which it 
has been exhausted by depreciation, 
Fairly complete detail may simplify 
the major problems, but they exist re- 
gardless of the structure of the plant 
records. 

It is fairly well agreed that the gen- 
eral basis for valuing fixed assets js 
cost. This is almost universally recog- 
nized for the current day-to-day en- 
tries. Replacement cost, on the other 
hand, is essentially an intermittent 
thing, since it is not feasible to deter- 
mine a new replacement cost at every 
closing of the books. Even if a plant 
is revalued on a replacement cost basis, 
the natural process of retirement oi 
old units and acquisition of new will 
soon produce book values of a hybrid 
nature, partly at replacement and 
partly at actual cost. Without a full 
discussion of this matter I shall assume 
that plant is being carried at cost, rep- 
resenting the investment which has 
been made in it, but shall discuss a 
few of the added problems arising from 
reappraisal. 

For most of the assets of most com- 
panies the determination of original 
cost involves few difficulties. Cost oi 
land and buildings means the price 
paid plus lawyers’ fees and any other 
costs of transfer, and expenditures 
necessary to put the property in con- 
dition for use. If buildings are built 
under contract, cost is the contract 
price plus any other charges, such as 
legal and engineering fees. For ma- 
chinery the customary basis is the 
price paid the vendor plus freight and 
expenses necessary to set the machine 
up ready for operation. In all these 
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es the principal question is whether 
in items are to be included, but 
lines of principle are drawn in 
practice with sufficient clarity to ob- 
viate most of the difficulties. 
In almost all companies there are 
me plant assets for which it is difh- 
to determine original cost, and 
‘in some companies the proportion of 
these items is large. One reason is 
that the original records are not avail- 
especially for old items. Many 
mpanies have substantial amounts 
assets acquired before the impor- 
nce of preserving records of cost was 
realized. In such cases it is prac- 
impossible to determine actual 
iginal cost, and an appraisal on an 
riginal cost basis is the most accurate 
ibstitute. 
[t sometimes happens that a number 
nits are built on contract and there 
sa single contract price for the group. 
(he only effective method seems to be 
illocate the contract price to the 
several units on as fair a basis as possi- 
ble. Otherwise, when some units have 
en retired, the debit balance stand- 
g for the rest will not represent cost. 
(he situation is more difficult in 
ises of block purchase of plant assets 
or the merger of corporations. I am 
not referring here to consolidated state- 
ments, but to the conditions of com- 
plete merger. Let us take the purchase 
of the Columbia Steel Corporation by 
the United States Steel Corporation 
January, 1930, as an example.! 
Assets appraised by United States 
Steel at $41,375,000 were obtained for 
251,77 shares of its common stock. 
his worked out at $164.34 per share, 
slightly below the existing market 
ice of the stock. It was evidently a 
rvative and well advised acquisi- 
eighth Annual Report of the United States 
¢! Corporation for 1929, pp. 7, 8. 





tion of productive capacity on the 
Pacific Coast. If we assume that these 
assets were taken up directly on the 
books of the purchaser, at what figures 
should they have been entered? In the 
first place, the cost of the entire group 
of assets was measured by the cash 
value of the consideration. Since the 
consideration in this case was Steel 
common with an established market, 
it was possible to judge its cash value 
with some accuracy, but frequently 
when a plant is acquired by the issue 
of securities the cash value of the 
stock issued is extremely difficult to 
determine. 

After the total cost of the entire 
group of assets is established, two 
problems remain: what portion repre- 
sents the cost of the plant assets as 
a whole, and what was the cost of 
each unit of plant? The cost of plant 
as a whole is ordinarily determined 
by subtracting an appraised value for 
the cash, receivables, inventory, and 
similar assets from the total cost of 
the entire group. These assets are 
usually easier to appraise than plant 
because they are nearer to a realiza- 
tion in cash. But if the cost of the 
plant is determined by subtraction, 
the excess in case a high price was 
paid for the total assets will appear in 
the cost of plant, and if a low price 
was paid for the total assets, a low 
figure will be derived for plant. In the 
twenties there were many mergers or 
block purchases at very high figures, 
and there have been cases since 1930 
where plant assets were acquired at 
very low figures. Although both rep- 
resent cost to the present holder, 
the variables involved are frequently 
greater than those between valuing 
plant at cost and cost of replacement. 

After the cost of the total plant 
acquired by merger or block purchase 
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has been determined, it is then neces- 
sary to determine the cost of each 
item. This can only be done on an 
appraisal basis, the effect of which is 
to spread the total figure equitably 
over the several items acquired. Unless 
this distribution is made, it will be 
impossible to book retirements, be- 
cause the amount of the debit standing 
in the plant account with respect to 
the items retired will not be known. 

The fact of intercorporate transac- 
tions in plant raises distinct issues as 
to the meaning of cost. This is prob- 
ably the most difficult problem in 
plant accounting, for cost to the ac- 
quiring corporation may be above or 
below cost to the original holder when 
the property was first constructed. In 
terms of plant ledgers the problem is 
specific: should particular items be 
set up at the allocated cost to the 
present holder, or at some other figure? 
Cost to the present holder has been 
the basis most commonly used, but 
when applied to particular units it 
may give results out of line with what 
the assets could have been acquired 
for if bought individually. 

A second method not used so fre- 
quently is to carry such plant units 
at cost to the original holder at the 
time of original installation as far as 
such costs can be determined. Any de- 
preciation found to have occurred at 
the time of acquisition by the present 
holder is set up in the reserve. Any 
difference between cost to the original 
holder and allocated cost to the present 
holder is set up as an intangible, since 
it is really not plant. If this method 
had been followed during the boom 
period, plant accounts would have 
been more conservatively stated and 
there would have been less reason for 
the write-downs which have been so 
frequent since 1930. Carrying plant at 
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cost to the original holder, and carry. 
ing variations between this and cost of 
acquisition as intangibles, seems on the 
whole a sounder policy, especially jj 
we consider the long-time effects of 
the policy. 

One rather puzzling problem exists 
when a large organization buys a com- 
peting plant, and immediately liqui- 
dates most of it. It is clear that jf 
plant is debited for the purchase price 
and credited for amounts received in 
liquidation, a balance will be built up 
in plant which represents no existing 
assets and is really of the nature of 
purchased goodwill. It should, then, 
be transferred to a goodwill account 
and not carried as plant. 

When assets are acquired by block 
purchase or merger, the facts and the 
methods of arriving at the entries for 
the several items of plant may be pre- 
served in a plant file as described below 
with suitable references on the cards or 
ledger sheets, so that audits or other 
inquiries may be carried on later with 
a minimum of effort and uncertainty. 

The proper booking of retirements 
is of great importance if the balance 
standing in the plant account is to re- 
flect the actual condition of the prop- 
erty. The significant thing is that the 
debits previously standing in the plant 
account with respect to items retired 
should be credited out with some accu- 
racy. If old debits are not completely 
cleared when property is retired, a bal- 
ance may gradually be built up that is 
not allocated to any remaining items 
of plant, and is in fact a ghost of past 
plant still haunting the ledgers; i 
the credits are too great the remaining 
plant is understated. Thus the valid- 
ity of the remaining balance is depend¢- 
ent among other things upon the care 
used in booking retirements. If a cont 
pany allocates its reserve for deprecia 








-— tion to particular items of plant, it 
also important that the reserve 
cleared of credits related to items 
lv i retired. 
r [he balance in the plant accounts is 
, moving balance, affected by both ac- 
sists (ME quisitions and retirements. This is illus- 
trated in the schedule on fixed assets 
given in the annual report of the Gen- 
eral Electric Company.” The final fig- 
wm ure for the cost of plant then in serv- 
1 in Me ice was as much dependent on the 
total of retirements as on the original 
tor debits. 
When property is retired, one of 
three procedures may be followed. If a 
mpany has plant ledgers, or detailed 
rds in other form, showing cost or 
ther basis at which units have stood in 
the plant account, it is relatively simple 
for ) credit these amounts out at the time 
~ f retirement. If no such records are 
vailable, it then becomes necessary to 
appraise the assets retired as accurately 
he as possible and credit plant on the basis 
it] of the appraisal. Any inaccuracy in the 
appraisals will be reflected in the book 
nts value of plant remaining. Another 
method is to make no entry at all for 
ree Je ‘retirements, but to book all additions 
plant as maintenance, a charge 
he against income of the period. If there 
is no growth and plant is fully kept up, 
is would give approximately accurate 
results, but in most situations found 
in practice it would lead to serious 


1 distortion. 
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What methods are actually used in 
practice to book retirements? Appar- 
ently only 10% or 15% of industrial 
corporations with plant of over $500,- 
000 use carefully administered plant 
ledger systems. Many more, possibly 
as many as 50%, have informal rec- 
ords, such as invoices of machinery 
purchased, and copies of contracts, 
from which reasonably accurate data 
for booking retirements may be ob- 
tained. There seems to be a residuum 
of 30% to 40% of such firms, however, 
whose plant records are in such order 
that retirements, if entered at all, must 
be largely on an appraisal basis. This is 
a fairly serious matter, for in its effects 
on plant valuations it probably makes 
more difference than would a decision 
as to cost or replacement cost, about 
which much more has been written. 
The existence of these facts has been 
responsible for the activity of the last 
few years among many corporations in 
developing and extending their systems 
for accounting for plant. 

There is occasionally a problem as 
to when property is retired. In the or- 
dinary case, property is retired when it 
is dismantled. But it may be carried as 
idle equipment for possible later use, or 
pending a more favorable opportunity 
for liquidation. In such cases, if prop- 
erty has in fact been eliminated from 
the active assets of a corporation, it is 
sound practice to transfer it to an in- 
active plant account. The practice of 


rty-frst Annual Report, General Electric Company, December 31, 1932, p. 8. 


MANUFACTURING PLANTS 


mo Added during 1932 


ismantled, sold, or otherwise disposed of to December 31, 1931 
mantled, sold, or otherwise disposed of during 1932 


a Cost of present plants 





m the formation of the General Electric Company in 1892, there had 
been expended on manufacturing plants to December 31, 1931 


$336,825 ,471.15 

55747,432.06 

$342,572,903.21 

$137,695 ,738.23 
14,149,297.26 


151,845 ,035.49 





$190,727 ,867.72 
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segregating the reserve held against 
inactive property is not as customary, 
but it has much to commend it, since if 
such property carries a heavy enough 
reserve, actual retirement has little ef- 
fect on the net book value of plant. 

Making proper entries to record the 
acquisition and retirement of plant 
units is a complex process, dealing 
with transactions many of which are 
intricate and all of which involve a 
long-time cycle between the acqui- 
sition and retirement of particular 
units. It is not a simple mechanical 
matter. Accurate entries cannot be 
made without detailed records of some 
sort, and the accuracy of the final fig- 
ures for plant as displayed on the bal- 
ance sheet is dependent on the care and 
thoroughness with which the transac- 
tions summarized in those final figures 
have been handled. It is fruitless to 
define principles with great exactness 
if the techniques for applying those 
principles are not in good order. Plant 
ledgers or some valid detailed substi- 
tute seem to be essential to conserva- 
tive accounting for plant. 

It is desirable to have the records 
in such form that the data necessary 
to book retirements can be assembled 
without undue labor. The total debit 
standing in the books, both for origi- 
nal purchase or construction and for 
later improvement or addition, if capi- 
talized, must be known, and if there 
has been a reappraisal, the amount 
applicable to the item retired must be 
known. If a plant ledger is not carried, 
it is often extremely difficult to obtain 
these figures for items acquired pos- 
sibly 30 years ago. In addition, if the 
reserve is handled by items, the amount 
allocated to the unit retired should be 
known and should appear on the plant 
ledger card. Then if a work order or 
similar document shows the cost of 
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dismantling and net salvage, if any, 
proper entries can be made with cop. 
fidence. If any parts of the item retired 
are put in stores pending use or sale 
some book value would have to be as. 
cribed to such parts. 

Heretofore we have assumed a cost 
basis, but there are one or two addi. 
tional problems which appear if there 
has been a revaluation at replacement 
cost or otherwise. If the revaluation has 
been on an over-all basis, it is necessary 
to break it down by items so that the 
balance representing these items may 
be cleared at retirement. It is obvious 
that if a plant has been reappraised up- 
ward and items retired are cleared at 
cost, or at a figure not reflecting the ful! 
amount of the increase, a balance will 
be built up not related to property still 
in use. As an aid to the solution of this 
problem and matters of depreciation, it 
is advisable to break down reappraisals 
and carry the new book values into the 
detailed plant records. If necessary the 
records can be arranged to carry both 
cost and appraisal figures. 

In order to book retirements accu- 
rately it is, of course, not essential that 
formal plant ledgers be carried. A work 
order system, or other similar device, 
if carefully administered and kept in 
good order, can furnish the informa- 
tion needed for accurate booking of re- 
tirements. The significant fact is that 
information as to the debit balance 
representing a particular item must be 
available in some way if that item is to 
be cleared with accuracy at retirement. 


Structural Features 


Structurally, detailed records of plant 
are similar to a perpetual inventory of 
merchandise except in two significant 
ways. The turnover of merchandise is 
very much more rapid, resulting in 
many more entries each year with re- 


% 





spec 
rela 
and 
syst 
mo! 
nee 


recc 
refe 
plat 
nar 
for 
Eac 
carl 
chit 
the 
sign 
spat 
par’ 
loca 
imp 
cart 


of p 


whi 
ma} 
erly 
pler 
mac 
spec 
cata 
be f 
or i 
at re 
has 
tion 
may 
suff 
any, 
late 
tob 
to b 
all t 
ing. 
fact 
mon 








ect to each item. This affects the 
-elative cost of the two types of records, 
also the nature of the technical 
stems appropriate to each. Further- 
re the information about plant is 
eeded for many years, whereas there 
; little use of detailed merchandise 
records after the period to which they 
refer. Except for this matter of timing, 
slant records are very similar to ordi- 
ary perpetual inventories. 

A plant ledger system should provide 
for a physical record of property held. 
Each card or ledger sheet ordinarily 

rries a brief description of the ma- 
hine or other item, with specifications, 


significant information. There is usually 
space for the machine number, the de- 
partment number, and notation of the 
location. This type of information is 
important, for a complete set of such 
cards constitutes a physical inventory 
f plant assets. 
For many items the short description 
which can be put on the ledger card 
iy be sufficient but for others a prop- 
erly keyed file may be useful as a sup- 
plement. In such a file—arranged by 
machine numbers—blue prints, detailed 
specifications, pages from the builder’s 
atalogue, or copies of contracts may 
be preserved. Photographs of buildings 
r important machines may be added 
at relatively little cost. When a machine 
has been rebuilt, or a complex transac- 
tion has occurred affecting an item, it 
may be advisable to dictate a summary 
suficient to make the matter clear to 
anyone who needs the information 
later. In all such matters it is necessary 
bear in mind that entries may have 
be made affecting plant items after 
aii the present members of the account- 
ing department have retired, and when 
ts which are now a matter of com- 
knowledge have long since been 
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forgotten. When such a file is kept in 
the plant to which it refers, it is obvious 
that it should be protected from fire. 
If accumulated currently, the cost of 
such a supplementary plant file is not 
great and may be saved in a single 
insurance adjustment. 

As already mentioned, the depart- 
ment in which a machine is used and 
its physical location are usually entered 
on the ledger card, and of course all 
changes in department or location 
should be noted. It is a great advan- 
tage if the machine number by which 
a particular machine is identified in 
the ledger is attached physically, by 
tag or otherwise, to the machine to 
which it refers. Ordinarily the machine 
number is also used as the number 
of the ledger account referring to that 
particular machine. Every ledger entry 
can then be checked back against the 
physical property without undue effort. 
It also facilitates the practice, which 
seems to be customary in the best 
installations, of taking a physical in- 
ventory of plant every two or three 
years, possibly by checking one-third 
of the items each year. Neither a mer- 
chandise nor a plant inventory can 
be relied on unless it is checked occa- 
sionally against the physical assets. 

It does not seem to be customary to 
distribute maintenance expenditures 
by machines and enter them on the ledg- 
er cards. Since maintenance is not a 
part of the controlled balances, it may 
be entered as a statistical figure, possi- 
bly on the back of the card. In decisions 
affecting types of equipment to be 
purchased, or whether certain ma- 
chines should be replaced, it is often 
highly desirable to know the main- 
tenance characteristics of each. The 
reason this information is not pre- 
served is apparently the cost. As a 
result of the slow turnover of plant, 
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transactions involving acquisitions, im- 
provements, or retirements may re- 
quire only 200 to 300 postings a year 
per 1,000 ledger cards, whereas the 
entry of maintenance might require 
2,000 or more postings. If a company 
has Hollerith or Powers equipment, the 
maintenance work orders could be pre- 
seryed till the end of the year and then 
run for a total by machine numbers, so 
that a single entry might be made to 
each ledger card giving the total main- 
tenance on that machine for a year. 
Or the work orders might be preserved 
and a total by machine numbers be 
taken manually once a year without 
excessive cost. In any event the ques- 
tion of whether maintenance should 
be included in the detailed records 
depends upon the usefulness of the 
information and the cost of preserv- 
ing it. 

The structure of the controlling 
accounts is related to the classifica- 
tion of plant items desired, and is 
very flexible. Land, buildings, and 
building equipment may each have 
a controlling account in the general 
ledger and a group of cards for the 
items, since the number of items in 
each of these classes is small. For ma- 
chinery there may be a single con- 
trolling account in the general ledger 
with the detailed cards divided by 
departments. A summary card may 
be used to carry the combined bal- 
ances of all items in each department 
and thus serve as a sub-controlling 
account, the balances of the several 
departmental summary cards being 
controlled by the general ledger ac- 
count “Machinery.” By variations of 
this or similar techniques a classifica- 


* Current practice in the structure of plant records 
and the use of forms are considered in the following 
articles: Sanders, T. H., “Accounting for Deprecia- 
tion,” National Association of Cost Accountants, 
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tion can be produced in the plant ledg. 
er which will make it most useful jy 
the cost and general financial records! 

When depreciation is broken dowy 
by items it introduces an element of 
dual control. The depreciation reserye 
on the individual card is a separate 
account, subject to the control of the 
depreciation reserve account in the 
general ledger. Probably the break. 
down of the controlling accounts {o; 
the reserve should parallel that for 
the assets. 

The question whether depreciation 
should be broken down by items 
seems to depend on policies in setting 
depreciation and in booking retire. 
ments. If at the time of retirement 
only the amount of depreciation pre- 
viously charged on that machine is to 
be debited to the reserve, there must 
be some method of determining the 
amount. If the whole difference be- 
tween cost and net salvage is charged 
to the reserve, the amount accumv- 
lated on a particular machine is not 
so important. When a single percent- 
age is used uniformly year after year, 
it is possible to determine the accumv- 
lated depreciation by multiplying the 
rate per year by the years of use. The 
years of use can be determined from 
the dates on the ledger card and space 
can be readily provided for the de- 
preciation rate. Any irregularity in 
rates as between years makes it desir- 
able to enter depreciation on the cards 
so that the reserve and net book value 
by items will always be available. 

This matter of having accurate data 
on depreciation already charged 
likely to become more important 4 
the new policy of the Treasury De- 


Year Book, 1925, pp. 51-80; Walsh, M. B., “Plast 


Equipment Forms,” Bulletin of the National Associ 


tion of Cost Accountants, October 15, 1935, PP: 175° 
183. 
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tledg. HRY ..:tment develops. Another practice 
ful yseful in the same connection is that 
ords BY of preserving the ledger cards of retired 
down olant items as useful evidence in de- 
not of i nining depreciation rates. 
serve In determining whether it is advis- 
arate HA able to install plant ledgers in a specific 
i the FR instance, it is mecessary to consider 
1 t vhat it will cost to install the system 
nea and what it will cost per year to operate 
S for it after it is in running order. It is 
t for i impossible to obtain exact data, but 
» experience of companies which 
ation have plant ledgers indicates that limits 
tems n be set up within which the cost 
tting should fall. It is obvious that these 
tire- sts depend in part on the nature of 
nent the property and in part on the struc- 
Pre: ture of the records. 
iB \lost installations seem to show 
nust J about 1,000 accounts in the plant 
the ledgers for each $1,000,000 of gross 


be: J plant. This varies with the type and 
: ize of equipment, and with the extent 
mu- to which the system is used to account 
r tools, dies, and other units with a 

nall book value. In a paper mill in 

eal, which a single account is carried for 
h paper machine, the number of 

| ints per $1,000,000 of property 
he ran very much less than 1,000. An 
tallation in an industry using many 

, | units has 12,000 cards for ap- 
de- proximately $10,000,000 of gross plant. 
There are ordinarily about 200 post- 

ings per 1,000 ledger accounts to re- 
‘ds cord the acquisition of new property, 
e improvements, and retirements. This 

eans that each account requires a 

sting which alters the book value of 

sset on the average of about once 

every five years. This, of course, varies 

 # with the rapidity with which changes 
‘e made in plant and in the extent to 

which short-lived assets, such as tools 

nd dies, are included on the plant 

edger. If depreciation is broken down 
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and recorded by items, this requires 
from 1,000 to 1,200 postings each year 
per 1,000 units. This assumes that there 
will be one entry each year in each 
account for depreciation, and that there 
will be a few additional entries for 
adjustments, and for the retirement of 
property. If maintenance is entered 
with respect to each item, this requires 
typically from 1,000 to 2,000 postings 
per year. The frequency of such entries 
depends upon the characteristics of the 
equipment, that is, the extent to which 
maintenance is actually done, and also 
upon the method used. If the mainte- 
nance work orders are preserved until 
the end of the year and then a total is 
taken by machine numbers, the num- 
ber of entries to record maintenance 
should not run over 1,000 per year per 
1,000 accounts. 

The cost of installing a system of 
plant ledgers depends in part on the 
number of items, that is, upon the 
average book value per item, and in 
part upon the way in which the plant 
records have been previously carried. 
In a number of cases the cost of 
installation has run from $1,000 to 
$3,000 per $1,000,000 of gross property. 
In some instances plant ledgers have 
been set up by the accounting and 
engineering staff of the company itself 
during slack seasons at costs as low 
as $300 per $1,000,000, whereas one 
case involving some 14,000 accounts 
and $9,000,000 of property cost nearly 
$5,000 per $1,000,000 to install, or a 
total of $45,000. In this case the previ- 
ous plant records were very deficient, 
and it was extremely difficult to obtain 
information from which to set up a 
plant ledger. 

The cost of operating plant ledgers 
after they are installed and in run- 
ning order appears to vary widely, the 
estimates of those using such systems 
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being from $300 to $1,000 per year per 
$1,000,000 of property. There is some 
tendency for the cost to decline with 
increased amounts of property handled. 
One public utility carries fairly com- 
plete records on $250,000,000 of gross 
plant for about $50,000 a year, or at 
the rate of $200 per year per $1,000,000. 

These figures are based on estimates 
made by accountants in charge of the 
operation of plant ledger systems. They 
are only rough approximations but 
should suffice to set limits within which 
the cost of installing and operating such 
a system should fall. More accurate 
figures could be obtained if it were 
customary to apply cost accounting to 
the cost of operating accounting sys- 
tems. Some of the higher estimates of 
cost apparently are the result of sys- 
tems which are more complex than they 
need to be. Even if it does cost from 
$300 to $1,000 per year per $1,000,000 
of property to operate plant ledgers, 
this is not an additional cost because it 
obviously costs something to account 
for plant under any other method. It 
has proved impossible to obtain definite 
estimates of the cost under other meth- 
ods, but it seems probable that in 
some cases the costs of less formal 
methods are as great as those of plant 
ledgers. 


Applications of Data in Plant Ledgers 


It is a peculiarity of this matter of 
plant accounting that we have to estab- 
lish present systems and records in 
view of the use which may be made of 
them many years in the future. In dis- 
cussing the types of records which are 
advisable it is necessary to keep this 
matter of probable future developments 
in mind. 


Income Tax Accounting. One of the 
important current developments is the 





new depreciation policy of the Treasury 
Department. When the present revenue 
act was in Congress, a proposal was 
made to reduce all depreciation deduc- 
tions by an arbitrary 25%. Secretary 
Morgenthau suggested that the same 
result could be achieved by regulations 
and T.D. #4422 was the result. It js 
fairly clear that T.D. #4422 and the 
policy expressed therein were intended 
to have the effect of reducing deduc- 
tions for depreciation on corporate 
returns, and thereby bringing about by 
indirection an increase in the revenue 
from income taxes. 

A quotation from an article by 
Maurice Peloubet on depreciation un- 
der the revenue act of 1934 indicates 
the magnitude of the reduction 
intended. 


Recognizing, however, that Congress 
demanded the raising of additional reve- 
nue, the Treasury Department promised, 
by means of changes in administration, 
without any change in the law, to bring in 
the additional $85,000,000 of revenue de- 
manded by the Committee on Ways and 
Means. This is a sufficiently impressive 
sum, but when we think that, at a tax rate 
of 1334%, this means a reduction in allow- 
ances for depreciation and obsolescence to 
taxpaying corporations of about $618,000,- 
000, we get some idea of the magnitude of 
the job which the Treasury Department 
chose for itself. 

The latest year for which published sta- 
tistics of income are available is the year 
1931 and that year may not be unfair for 
comparison with 1934. We know that in 
general the industrial facilities of the 
country have not been largely increased 
since that time. The year 1931, while a year 
of declining profits, was better than 1932 oF 
possibly 1933, and may approximate 1934 
better than either of those two later years. 
A comparison of the treasury proposals 
with 1931 figures, therefore, should give us 
a reasonable basis for judging their prob- 
able effects. 
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he proposed or hoped-for reduction in 
eprec ation allowed to tax-paying cor- 
stations of $618,000,000 amounts to 36% 
tal deduction for depreciation 

y tax-paying corporations in the 
+ 1931 ($1,721,295,000) and amounts to 
t 13% of the total income of all tax- 
, corporations for that year ($4,642,- 


ng 
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\ quotation from T.D. #4422 is sig- 


ant in Our present inquiry. 


The deduction for depreciation in 
respect of any depreciable property for any 
taxable year shall be limited to such ratable 

nount as may reasonably be considered 
-ssary to recover during the remaining 
ife of the property the unrecovered 
ther basis. The burden of proof 
t upon the taxpayer to sustain the 
claimed. Therefore, taxpayers 
rnish full and complete information 
th respect to the cost or other basis of 
ets in respect of which depreciation 
claimed, their age, condition and remain- 
ing useful life, the portion of their cost or 
ther basis which has been recovered 
through depreciation allowances for prior 
rable years, and such other information 
the Commissioner may require in sub- 

n of the deduction claimed.® 


[he fact that the burden of proof is 
vn on the taxpayer is nothing new, 
the burden always has been on 
it it probably will be new in the 
nner of application. In applying the 
general policy of reducing depreciation 
leductions, the department will prob- 
bly examine returns in more detail, 
especially where the reserve or the de- 
preciation claimed seems high, or sub- 
stantial additional revenue would be 
btained by a reduction, and in examin- 
ing returns the department will rely 
n blanket percentages and will 
require more detailed schedules. 


i Maurice E., “Depreciation under the 
evenue Act of 1934,” Journal of Accountancy, 


“ptember, 1934, pp. 173-174. 


The best position for the taxpayer to be 
in regarding depreciation under the present 
administration is to have a detailed record 
of each item included in his accounts for 
buildings, machinery and equipment or 
other depreciable assets showing cost or 
basis, date acquired, expected life, depre- 
ciation written off and all other pertinent 
data. A good form for such a record is that 
given on page 97 of Saliers on Depreciation 
—Principles and Applications—1922 edi- 
tion. The further the taxpayer departs from 
these conditions the more difficulty he may 
have in establishing his position. It is 
much easier to show the probable life of 
an individual machine than that of a 
group and it is practically impossible 
to prove a loss on dismantlement, except 
where individual records are kept.® 


This matter of the unrecovered cost 
of property dismantled will be of par- 
ticular importance in the next five 
years. Obsolescence and the pressure 
of income and property taxes will prob- 
ably make it desirable to dismantle 
large volumes of physical property. If 
this property is sold, the loss which can 
be taken as a deduction is limited to 
$2,000 per year, but if the property is 
actually broken up this limit does not 
apply. The regulations are not clear on 
this point at present, but several ac- 
countants with extensive practice in 
tax cases have concurred in the opinion 
expressed in the quotation above that 
it will probably be impossible to deduct 
unrecovered cost unless cost and de- 
preciation have both been recorded by 
individual items. If this is so, it seems 
to make detailed plant records almost 
imperative, if full advantage is to be 
taken of available deductions in deter- 
mining taxes. 


The Securities and Exchange Com- 
mission. The present regulations of the 
Securities and Exchange Commission 
5T. D. #4422—Treasury Decisions, March 8, 1934; 


Vol. 65, No. 10; Internal Revenue, p. 75. 
6 Peloubet, Maurice E., op. eit., pp. 184-185. 
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do not require anything at all drastic 
in connection with the plant accounts. 
The provisions for permanent registra- 
tion of securities under Form Io are 
included in Schedules II, III,and VIII.’ 
The balances in the property accounts 
at the beginning of the year, as carried 
on the books of the company, are to be 
given, with additions during the year 
at cost, retirements or sales and other 
changes, and balances at the end of the 
period. Similarly the balances in re- 
serves for depreciation, depletion, and 
amortization are called for, with addi- 
tions and charges during the period, 
and balances at the end. Where so car- 
ried in the books, the reserves are to be 
classified to correspond with the classi- 
fication of property. In Schedule VIII 
the amount of maintenance and re- 
pairs and of depreciation, depletion, and 
amortization, or charges in lieu thereof, 
are to be given, ‘subdivided to show 
separately amounts charged to costs, to 
profit and loss, and to other accounts. 

These schedules are reasonable in 
that the information they call for ordi- 
narily is available in the books of any 
well-managed corporation, and they are 
flexible in permitting the adaptation of 
the form of report to the practices of 
individual companies as long as the 
general principle of full disclosure is 
adhered to. There seems to be no valid 
objection to the disclosure of this in- 
formation, although the record of trans- 
actions involving plant will be more 
complete than it has customarily been 
in the published reports of corporations. 

It would have caused endless con- 
fusion if the commission had required 
that plant accounts for prior years be 
checked over to bring them into accord- 
ance with some prescribed formula. It 


7 Securities and Exchange Commission, Jnstruction 
Book for Form 10 for Corporations, Edition of March, 


1935, Pp- 24, 26. 


is important to observe that the de. 
tailed information on the schedules be- 
gins with the opening balances for the 
first year for which Form 1o is syb- 
mitted. Since Form 10 is required {or 
the most recent fiscal year ending on 
or after December 31, 1934, this means 
that no detailed figures were called for 
prior to December 31, 1933. The com- 
mission did ask for a statement on the 
basis of the amounts shown as opening 
balances, anda description of significant 
changes by appraisal or otherwise in the 
ten years preceding 1934. 

The information called for on Sched- 
ules II and III which is most directly 
related to plant ledgers is that concern- 
ing retirements. Here we have the same 
problem discussed above. If a corpora- 
tion has detailed plant records it can 
book retirements at recorded cost, or 
if they have been revalued, at other 
appropriate figures which can be ex- 
plained. If detailed figures are not avail- 
able, and retirements are booked at an 
appraised value at the time of retire- 
ment, the basis for such retirements 
would presumably have to be explained. 

Retirements of plant will be, of 
course, only one item on the reports 
filed with the commission, and in many 
instances it will not be of primary im- 
portance. But in other cases, such as a 
determination of the fixed assets secur- 
ing a bond issue, interested persons may 
examine the figures on Schedules II and 
III with great care. Since the liabilities 
for anything which might be construed 
as a misstatement of material fact are 
so serious, a company would seem to be 
in a safer position if the facts reported 
on these schedules, especially retire- 
ments, were based on fairly compre- 
hensive detailed records. 


Public Utilities. In the public utility 
field three commissions—New York, 








New 
recen 
recor 


The t 


prove 
Thi 
use 1 
York, 
is the 
tion < 
work 
and fi 
struct 
tered 
it is fi 
jtems 
Thi 
in Mz 
by mi 
It wa 
about 
minis’ 
be ke 
is awl 
requis 
sible | 
are n 
and it 
work | 
tory ¢ 
of util 
ity of 
utility 
contin 
difficu 
have | 
The 
comm 
utility 
which 
respec 
plete 


* Public 

Uniform 
tions, FE; 
Hampsh 
Classific 
tive Jan: 








eye 
rytrlit 
LIty p 
+ 


New Hampshire, and Wisconsin—have 


ntly required continuing property 
rds, meaning thereby plant ledgers.® 
e task of installing these systems has 
ved to be laborious and expensive. 
The method of plant accounting in 

in most states other than New 


York, New Hampshire, and Wisconsin 
; the work order system. The construc- 


f new plant is authorized by a 

rk order which gives specifications 
ill details on the plant to be con- 
icted. On completion, costs are en- 
ed on a copy of the work order and 
filed chronologically. Often several 


items are entered on a single work order. 


[his system was formally required 


n Massachusetts in 1921 and was used 


was introduced in other states at 
it the same time. If carefully ad- 


ministered, accurate plant records may 


kept by this system, but at best it 


s awkward and does not preserve the 
requisite information in readily acces- 


rm. Records of different items 
classified by location or kind, 

is extremely difficult to check a 
order system by a physical inven- 
{ plant. The inherent complexity 
ant has so taxed the capac- 
| the older work order system that 





ntinuing property records when the 


theulties incident to their installation 
have been overcome. 


The considerations which have led 
issions to require plant ledgers in 
practice are similar to those 
have already been discussed with 
pect to industrial practice. A com- 
system includes a perpetual in- 
Service Commission State of New York, 
System of Accounts for Electric Corpora- 


ve January I, 1934, p. 23; State of New 
Public Service Commission, Uniform 


-‘assification of Accounts for Electric Utilities, Effec- 


anuary I, 1935, p. 30; Wisconsin Public Service 
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ventory of the physical items of plant, 
which is the starting point of a valua- 
tion, whether by appraisal or otherwise. 
If identifying numbers are used on the 
items of property, the book record can 
be checked by a physical inventory, so 
that all parts of the debit standing in 
the plant account can be related to 
specific physical property. A full record 
of the details involved in the book value 
of each item should appear upon its 
ledger card, facilitating a checking of 
book values, item by item, which is 
impossible when general figures alone 
are available. As plant records have 
been kept in the past it has been practi- 
cally impossible for the accountants of 
the commissions to audit these records 
effectively and to control the excesses 
of a few companies which have reacted 
so disastrously on the industry. 
Evidently the commissions have also 
felt that properly classified detailed rec- 
ords, which can be checked against the 
physical property, will prevent the infla- 
tion of plant accounts, or at least reduce 
a tendency to overstatement. The audi- 
tors for the receivers of Middle West 
Utilities discovered $18,668,443.05° still 
standing in the plant accounts which 
represented plant already dismantled 
or sold. The physical inventory fea- 
ture of plant ledgers would furnish a 
desirable check on the completeness 
with which old debits have been cleared 
from the books. Second, if each of a 
large group of gas companies reported 
the book value per foot of four-inch 
welded steel mains in service, compari- 
son would soon show any inflation in 
the case of one or two companies. The 
new technique of continuing property 
Commission, Uniform Classification of Accounts for 
Electric Utilities, Class A, 1932. Fixed Capital Ac- 
counts, General Instructions and Definitions, Section 3. 
® Report of Edward N. Hurley, Charles A. McCulloch, 
Receivers Middle West Utilities Company, June, 


1933, P- 74- 











212 


records lends itself readily to the effec- 
tive use of comparison as a tool of 
regulation. It is entirely possible that 
these new records may justify plant 
valuations which have been questioned 
by the commissions. 

The application of plant ledgers in 
the utility industry is a matter of tre- 
mendous complexity. Once installed 
they are likely to prove highly useful 
both to the companies and tothe regula- 
tory commissions. If they work well in 
the states which have adopted them, 
they probably will become standard 
practice in other states within a rela- 
tively few years. 


Plant Ledgers and Executive Control 


Are detailed plant records worth their 
cost as part of the machinery of admin- 
istration of industrial and utility enter- 
prises? Accounting techniques and 
accounting data should be judged by 
their effectiveness in providing a factual 
basis for executive decisions within the 
enterprise, and for the decisions of 
creditors and investors from the out- 
side. It is on this basis that the desira- 
bility of plant ledgers should be 
judged. 

There are relatively few executive 
decisions which involve data from de- 
tailed plant records but those which do 
are likely to be of importance, such as 
the determination of depreciation, with 
its resultant effect on net income, and 
decisions as to the replacement of par- 
ticular items of equipment. 

Adequate plant records are valu- 
able in some of those decisions which 
involve the addition of new lines or the 
elimination of old—the whole problem 
of adapting a relatively fixed plant in- 
vestment to the changing profit possi- 
bilities brought about by the constant 
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shift in processes and methods and the 
competition of new products. 

The central difficulty when plan: 
ledgers are not used lies in handling 
retirements. We are likely to have , 
great deal of physical property dis. 
mantled and broken up in the next fiye 
years, partly to escape taxation, and ip 
part because of increased obsolescence. 
A critical point in obsolescence occurs 
when the costs of production with new 
equipment carrying full overhead are 
less than the costs with old equipment 
carrying little or no overhead. Appar- 
ently a number of industries have 
about reached this point. When they 
do, and when the fact is fully realized, 
older equipment will be eliminated and 
broken up in large volumes. ‘This is 
likely to occur in the next five years, 
and, if so, will emphasize the problem 
of accounting for retirements in order 
to preserve sound figures for the cost of 
fixed assets retained. 

It has happened occasionally in the 
past in cost accounting and financial 
accounting that detailed records have 
been built up which were too complex 
and expensive to operate, and such 
systems have sometimes been elimi- 
nated. This has delayed, but it has not 
prevented, the development of soundly 
conceived techniques. In considering 
whether to install plant ledger systems 
accountants should guard against need- 
less complexity and expense, because 
the information needed can be pre- 
served at an expense which is moderate 
in comparison with the assistance such 
systems can render in the solution 
of executive problems. The present ac- 
tivity in installing plant records re 
flects the fact that for many companies 
the balance of advantage favors an ex- 
tension of detailed records in this area. 











HE question of executive sala- 
ries or compensation has been of 
rapidly deepening interest ever 
nce the publicly owned corporation 


became an outstanding factor in our 
business life. Discussion of the relation- 


p between compensation and cor- 
ration earnings, however, has for the 
t part been either purely theoretical 
isolated consideration of a specific 
na specific job. This has been due 
tirely to the reluctance of companies 
give out definite information con- 
erning executive compensation, but 
blic demand for such information 
s been growing, and it was not sur- 
rising that the 73rd Congress (Ist 


session) in Senate Resolution #75 em- 


wered the Federal Trade Commis- 
to make an investigation. As a 


result, a revelation of complete salary 


was forced, and we now have 
uable material available for the 
1928 to 1933 on this important 
bject. The material must be examined 
refully and dispassionately ; otherwise 


it will not fulfill its real function—that 


! bringing about more equitable ar- 


rangements for all parties concerned, 


of indicating sound corporate 
ies toward the problems of execu- 


tive compensation. 


[he two groups most deeply con- 
erned in the question of corporate 
mpensation are the executives them- 


selves and the stockholders. The stock- 


iers’ chief interest naturally is in net 


earnings. The public, represented by 


€ government, is also definitely con- 
| eee : 
1 because of the possible effect of 


EXECUTIVE COMPENSATION COMPARED WITH 
EARNINGS 


BY JOHN C. BAKER 





compensation policies on the price of 
products to consumers. On many occa- 
sions the courts have been forced to 
pass on the question of the fairness of 
compensation. Because of lack of in- 
formation, their decisions have been 
narrow in scope; it will be of interest to 
observe how future legal decisions may 
be affected by the revelation of de- 
tailed figures on compensation and 
earnings. 

The following study is written to 
show what the available figures re- 
veal on the relationship between earn- 
ings and executive compensation.! Both 
stockholders and the public have been 
concerned with two questions: (1) what 
percentage of earnings is paid in total 
executive compensation; and (2) is 
there a relationship between this per- 
centage and company earnings over a 
period of years? 

This study will not attempt to answer 
the questions: are corporation officials 
paid too much or too little, or are large 
salaries justified? Neither will it try to 
lay down general rules in an abstract 
way as to what executive compensation 
should be, nor generalize on what drives 
an executive to his best efforts, whether 
it be high compensation, pride, desire 
for power, or love of achievement. It 
will definitely attempt, however, to 
show the percentage of earnings paid 
by the companies examined for one- 
and for five-year periods, which com- 
panies fall in a low and which in a high 


1 Andrew R. Towl, second-year student in the Harvard 
Graduate School of Business Administration, assisted 
the author with the statistical work. 
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compensation class, and what relation- 
ship, if any, exists between earnings 
and compensation of the companies in 
these two classes. The writer believes 
that high and low compensation cannot 
be tied to a definite salary figure (for 
example, $50,000 or $300,000 annually) ; 
it must be related to earnings and com- 
pared with the compensation paid by 
other corporations in the group under 
consideration. On this basis high execu- 
tive compensation”? means the payment 
of a larger percentage of earnings, and 
low executive compensation means the 
payment of a smaller percentage than 
the average paid by the other companies 
examined. The methods used toindicate 
whether or not a company falls into the 
high or the low compensation group 
will be described later. 


Earnings and Total Compensation of 
Officers 


In order to answer the questions 
raised, clearly defined and understood 
earnings and total compensation figures 
are needed. There are two definite 
requirements for the earnings figure. 
It must be the fund out of which total 
compensation is paid, and it must be a 
comparable figure among all the com- 
panies examined. After a detailed ex- 
amination of the various companies in 
the sample on which this study is based, 
it was decided to define earnings as the 
net income of a company prior to the 
payment of executive compensation and 
2 It should be noted that high executive compensation 
need not ::ecessarily be synonymous with the popular 
concept of “large salaries,” although it may be. 
3'Thus company earnings, for example, those of the 
United States Steei Corporation in 1929, were secured 
as follows: 

Balance available for divi- 
dends* 
Plus: Interest charges 
Total executive com- 
pensation 


$197, 592,000 
$14,945,000 


1,157,000 16,102,000 





$213 ,694,000 





Earnings 











bond interest.* Depreciation charges 
also were carefully examined becays 
of their possible effect on earnings and 
because they can be adjusted at the djs. 
cretion of certain officers. The changes 
in depreciation charges by this group of 
companies, however, varied so slightly 
(a 444% decline from 1929 to 1932) 
that it was decided not to adjust earp- 
ings for depreciation.‘ 

Total compensation fortunately was 
defined by the Federal Trade Commis- 
sion in requesting salary information as 
the “salaries and all compensation, 
direct and indirect, including that from 
subsidiary and afhliated companies, 
paid to executive officers and directors 
each year from 1928 to 1933 inclusive.” 
For example, in 1929 the United States 
Steel Corporation paid $1,156,960 to- 
tal compensation to 13 officers (the 
chairmen of the Board and the Fi- 
nance Committee, the president, four 
vice-presidents, treasurer, general and 
special counsels, general solicitor, comp- 
troller, secretary) and 10 directors. 


Companies Selected and Periods Studied 


The 100 companies selected for the 
investigation are almost entirely manv- 
facturing companies—a cross section of 
the 450 industrial companies which 
reported the data sought by the Senate 
Resolution. This same group was used 
by Professor W. L. Crum and the 
author some months ago in another 
study of executive compensation.° 


* The ‘‘ Balance available for dividends” of most companies wat 
secured from Moody’s Manual of Industrials. 


‘The figure “‘after depreciation” is of direct concer 
to stockholders, and its use does not materially change 
the compensation groups or the consequent conclu- 
sions drawn in the study. If the earnings figures used 
had been before depreciation charges, the conclusions 
reached would have been further accentuated. 


5“Compensation of Corporation Executives—The 


1928-1932 Record,” x111 HARVARD BUSINESS REVIEW 3, 
Spring, 1935. 
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TABLE I 


Percentage of 
Compensation 


(Unit 


to Earnings 


T0290 

0.54 213.7 
1.25 732 
1.62 25.0 
ee 132.2 
1.93 18.5 
2.17 79.0 
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3.18 13.5 
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* CoMPENSATION, AND ASSETS OF 100 COMPANIES IN 1929 RANKED ACCORDING TO PERCENTAGE OF 
Earnincs Paip 1n COMPENSATION 
Low Compensation Group 


Percentage of 
tal Asset >} 
to Earning 
1028 -32 


Average 


mpensation 


(Unit 


$7.01 10,000 ) 





157 2,386 1.15 
5g! 605 1.91 
413 236 6.80 
237 1,767 2.65 
350 167 2.73 
707 542 2.22 
401 04 3.99 
457 25 3.19 
652 241 4.93 
493 220 3.53 
204 41 3-34 
789 254 6.80 
752 81 4.73 
$3 11 5.68 
333 164 31. 
170 53 §.32 
429 103 5.11 
261 7 te. 
372 162 4-44 
197 73 6.63 
294 86 16.80 
162 38 5.76 
201 64 4.27 
232 56 5.24 
648 159 4.61 
493 69 11.80 
922 175 26 
839 71 80 
845 7 






QQ 354 6 64 
425 253 9.65 
1609 29 ©.§2 
227 13 7.04 
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TABLE I (Continued) 


EarNiINGS,* CoMPENSATION, AND ASSETS OF 100 COMPANIES IN 1929 RANKED ACCORDING TO PERCENTAGE 0; ; j 
Earnincs Parp 1n COMPENSATION Ee, 
High Compensation Group ae 
Percentage oj - 
Percentage of Total Assets Compensation able 
Compensation Earnings Compensation 1929 to Earning; wha 
to Earnings (Unit (Unit (Unit 1928-32 ie 
1929 $7,000,000) _— $1,000) $1,000,000) Average ate 
tAmerican Locomotive Co. 6.64 7.4 486 106 24.4¢ Ip 
tBethlehem Steel Corp. 6.92 57.4 3,973 802 9. 2¢ iON 
tColgate-Palmolive-Peet Co. 7.08 9.8 694 64 8.18 - 
Kimberly-Clark Corp. 7.9 4.5 325 49 II. 30 ae 
TU. S. Rubber Co. 7.30 7.0 sil 249 d 1g 
American Encaustic Tiling Co. 7.33 .8 55 5 61.3 
Bulova Watch Co. Inc. 7.34 2.0 150 7 10. 20 
TOtis Elevator Co. 9.48 9.0 670 54 8.58 
Western Dairy Products Co. 7.50 1.9 142 22 10.1 . 
tThatcher Mfg. Co. 7.83 1.0 75 6 8.4 Per 
tBayuk Cigars, Inc. 7.94 1.6 126 16 21.3 
TPittsburgh Steel Co. 7.99 2.6 207 61 23.6 ' 
Mathieson Alkali Works (Inc.) 8. 2.5 202 22 9.77 \ 
tJulius Kayser & Co. 8 3.2 260 25 14. IC and 
tAllegheny Steel Co. 8.55 3.6 309 31 16.5 
tWeston Electrical Instrument Co., Ltd. 8.92 1.1 95 5 16.9 
Crosley Radio Corp. 9.04 1.2 108 7 9.19 me pel 
tBrown Shoe Co., Inc. 9.13 1.9 174 20 g.02 ear! 
Lee Rubber & Tire Corp. 9.22 ee 61 II 293.0 W 
A. G. Spalding & Bros. 9.70 5.5 243 23 29.1 as 
tVulcan Detinning Co. 10.00 B 69 7 16.1 ap 
L. S. Starret Co. 10.7C .8 g! 5 a1.t 
tAmerican Steel Foundries 10.80 5.8 625 59 18.4 , 
Clark Equipment Co. 10.90 1.5 164 12 23.¢ 
Pillsbury Flour Mills, Inc. 10.95 2.5 275 33 11.5 
tChicago Pneumatic Tool Co. 11.00 2.0 225 22 19.1 
Baldwin Locomotive Wks. 11.20 3.5 391 99 42.5 ( 
tReal Silk Hosiery Mills, Inc. 11.69 2.3 273 13 15.7 
tFederal Motor Truck Co. 12.40 6 76 8 53 
tMohawk Carpet Mills, Inc. 12.40 3.3 256 26 31.1 g 
United Dyewood Corp. 12.90 a 86 23 20. IC 
tAmerican Brake Shoe & Foundry Co. 13.30 $.7 495 33 15.9 B 
Archer-Daniels-Midland Co. 14.60 ee 248 2 14.9 
tPet Milk Co. 16.11 9 147 16 16.9 
Austin, Nichols & Co., Inc. 16.20 ‘9 53 3 d 
Manhattan Shirt Co. 16.30 :.3 192 15 34.6 
Intertype Corp. 16.40 1.0 160 8 23.4 
tTrico Products Corp. 17.10 2.9 462 6 13.5 
tDevoe & Raynolds Co., Inc. 18.85 ‘3 252 14 27.6 
tNational Distillers Products Corp. 19.40 9 180 28 15.7 
tYoung Spring & Wire Corp. 1g.50 1.6 304 10 11.9 
Phillips-Jones Corp. 20.60 6 133 10 89 
Snider Packing Corp. 22.80 4 88 9 d 
Adolph Gobel, Inc. 23.00 4 80 12 19.00 
Superior Steel Corp. 25.60 3 67 7 d ; 
American-LaFrance & Foamite Corp. 29.40 4 129 13 d 
Century Ribbon Mills, Inc. 122.50 I 148 6 160.5 
American Woolen Co. d d2.8 437 114 d 
Gabriel Co. d d 3 43 2 d 
Norwalk Tire & Rubber Co. d d ¢ 34 2 d 
* Percentage of compensation to earnings may vary from the ratios of dollar figures as listed, because the latter are rounded 
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companies for 1929 can be related to 
this figure. It can be concluded from 
this that around 644 % of earnings was 
the average amount paid executives by 
industrial companies in 1929. 

Even by a cursory examination of 
columns 1 and 4 (Table I), it can be 
seen that as a rule the companies with 
large assets pay a smaller percentage of 
earnings to executives than do the com- 
panies with small assets. This is true 
for 1929 as well as for the five-year 
period. Also the median percentage paid 
by small companies is 9.7% as con- 
trasted with 4.1% for the large com- 
panies (Table II, page 218). There are, 
however, notable exceptions to this con- 
clusion. About 25% of the small com- 
panies fall into the low compensation 
classification, and 25% of the large 
companies fall into the high compensa- 
tion group. The Lambert Company is 
an outstanding example of a company 
with small assets in the low compensa- 
tion group. With assets of $7,000,000, 
it paid in total executive compensation 
3.59% of earnings in 1929 and 5.1% as 
a five-year average. A notable example 
of a large company in the high com- 
pensation the Bethlehem 
Steel Corporation.’ With of 
$802,000,000 the percentage of earn- 
ings paid in executive compensation in 
1929 was 6.92%, slightly more than 
the median. The evidence available, 
however, concerning the percentage 
paid by large and small companies to 


group is 


assets 


their executives indicates rather con- 
clusively that as a rule large companies 
pay a smaller percentage of earnings 
than do small companies.*® 


, 


vould be $3 0 whereas the median is $175,000. 
Che latter figure is much more typical than the former, 
which is heavily weighted by two or three extreme 
items. 

7 Table I indicates other outstanding examples 

5 In several different investigations of possible quant 

tative relationship between executive compensation 
and assets or earnings, the evidence indicated ver) 
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The contrast between the ratio of 
total executive compensation to earn- 
ings for the one-year period 1929 and 
the five-year period 1928 to 1932 
(Table I, column 5) is one of the most 
interesting in the entire study. With 
earnings declining rapidly after 1929 in 
the longer period, the rising ratio in- 
dicates the roughly stable nature of 
executive compensation.’ The median 
rose from 6.6% in 1929 to 10.8% for the 
five-year period. However, the effect 

TABLE II 
PERCENTAGE OF Earnincs Patp To EXEcuTIvVEs IN 
1929 BY LARGE AND SMALL COMPANIES, AND 
DistrRiBUTION OF HicH AND Low CoMPENSATION 
ComMPANIES BY ASSETS 
Small Large 
Companies Companies 
(Assets (Assets of 
less than $30,000,000 
$30,000,000) or over) 


Percentage of earnings paid 


to executives (median %) 9.7% 4.1% 
Number of companies in the 

low compensation group 12 38 
Number of companies in the 

high compensation group 37 13 


on certain specific companies is phe- 
nomenal. For example, the Grigsby- 
Grunow Company’s ratio rose from 
4.46% in 1929 to 353.0% for the five- 
year period (1.¢., over 3/4 times earn- 
ings); and the Lee Tire & Rubber 
Corporation rose from 9.22% in 1929 
to 293% (1.e., almost three times earn- 
ings).!° It is also interesting to note that 
several of the companies paid a smaller 
percentage of earnings for the five-year 
period than for the one-year (for ex- 
ample, General Foods Corporation) and 
also that a small group of them did not 
even earn executive salaries in either 
period. From these exceptional ex- 
amples, as well as from the comparison 
little correlation. These studies included direct correla- 
tion analysis of executive compensation and earnings, 
and of executive compensation and assets; exami- 


nations were also made of the relation between per- 
centage of earnings paid executives and the ratio of 





of the ratios for the year 1929 and fo; 
the five-year periods, a question may 
well be raised as to the wisdom of 
paying executives additional compen. 
sation on the basis of any one year’s 
performance. 


Relationship between Total Executiye 
Compensation and Earnings 


The question of relationship between 
earnings and total executive compensa- 
tion over a period of years involves 
many more problems than the first 
question, and is therefore approached 
from numerous angles with the aim 
of checking each analysis with other 
analyses. The first step is to get a 
general picture of the percentage of 
earnings paid by the companies in total 
executive compensation. The rankingo! 
all the companies according to this per- 
centage in 1929, as indicated in Table |, 
shows clearly great variations among 
companies, as, for example, the spread 
between 0.54% for the United States 
Steel Corporation, and the payment of 
salaries larger than total earnings by 
the American Woolen Company. 

In this study the median figure 
(6.6%) is the dividing line between 
high and low compensation groups, 
those paying a larger percentage than 
the median being classified in the high 
group and those less in the low group. 

The ranking of companies by the 
one-year average gives about the same 
results as by the five-year average, s0 
far as high or low classification is con- 
cerned; only 9 companies change from 
one group to the other. The 1929 period 
was selected for the ranking of the 
companies because earnings and com- 
earnings to assets, and also of the relation betwee 
percentage paid executives and assets. 
® Baker and Crum, op. cit. 

10 The rise in the percentage is mainly due to the !a 
in the denominator-earnings. 
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n were then at a peak, which executive compensation of the low 
4 mean, theoretically at least, that group, however, is less than twice that 
ncentive to executives for the con- of the high compensation group. Or, 
successful operation of their expressing this differently, total execu- 
ies would be greatest. The selec- tive compensation of the low group is 
1929 as a base should favor the _ only 2.7% of total earnings, while for 
‘that high compensation secures the high group it is 9.5% and for the 


corporate earnings. Also, since group as a whole only 3.6%. Compar- 


TABLE III 
CHARACTERISTICS OF HiGH AND Low ComMPpENSATION GROUPS IN 1929 
Total Executive 


Assets Earnings Compensation 
(Unit = $7,000,000) (Unit = $7,000) 
mpensation group (50 companies) 9,995 1,or7.8 27,531 
compensation group (50 companies) *, 254 158.4 15,049 
tire 100 companies 12,219 1,176.2 42,58 
mpensation group (50 companies) 76.7 9 401 
h compensation group (50 companies) 17.5 1.6 175 
100 companies 32.5 3.5 250 
nings of these two groups overa able results are obtained by contrasting 
f five years are tobecontrasted, these percentages with the median 
of the one-year period merely __ figures paid in the low, high, and com- 
regating companies into the two _ bined compensation groups. 


believed to be statistically - ‘ gat is 
Effect of Compensation on Earnings 


ble III summarizes certain sig- With the companies classified into 
characteristics of the high and high and low compensation groups the 


TABLE IV 


EARNINGS* AND INDEX NumBeERSt OF HicH AND Low CompeENSATION Groups, 1928-1932] 





1928 1929 1930 1931 19032 
Index Index Index Index Index 
Amt. Number Amt. Number Amt. Number Amt. Number Amt. Number 
sO ¢ l- 
com- 
Ip $841 83 $1,018 100 $627 61.5 $303 29.5 $143 14 
com- 


(—$ 31.7) (—20) 


et 
~ 
> 


Ip $116 72 $ 158 100 $79 49.5 $ 20.: 


$111.3 


WV 


ngs $957 $1,176 $706 $323 


n groups contain some exceptional companies but if these were omitted there would be no material change in the rela- 

tar to year. 
mpensation groups. An outstand- second step may be taken which is to 
lifference is in the amount of the answer the question of whether there 
issets, which in the low compensa- __ was less fluctuation in earnings through- 
rroup is about 4% times that out the 1928-1932 period in those com- 
high compensation group; and __ panies paying high compensation than 
earnings for the low compensation __ in those in the low compensation group. 
p are slightly over 6 times those of Total earnings for the entire group 
high compensation group. Total as well as for the high and low compen- 
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sation groups are given in Table IV 
and are graphically traced, after being 
converted into relative numbers, on 
Chart I. The evidence appears clear 
that earnings in the high compensation 
group fluctuated more widely and de- 
clined further after 1929 than in the 
lower group. Earnings in the low group 
dropped from over one billion dollars in 
1929 to $143,000,000 in 1932, while 
during the same period earnings in the 
high group fell from $158,000,000 to a 
deficit of $31,700,000. 

The figures, it must be noted, are 
averages, and open to all the criticisms 
of any average. Particularly in this 
inquiry is the averaging open to criti- 
cism on the basis of variation in size of 
companies and variations in earnings 
because of the different industries or 
types of product. 


Effect of Varying Assets on Findings 


To avoid the criticism that the size 
of the companies might affect the valid- 


CHART I 
Cuances tn Retative Earnincs or “HicH” anp 
“Low” Compensation Groups BaAsEpD ON 
1929 EARNINGS 
1929 = 100 
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ity of the conclusion, the entire group of 
companies may be divided on the basis 
of total assets in order to examine and 
compare the relationship of earnings 
and compensation in the large and 
small groups. A careful examination of 


the assets of the companies indicated 
that approximately half of them had 
assets of $30,000,000 or less and half of 
them assets over $30,000,000. A divi. 
sion of the 100 companies was made. 
therefore, with $30,000,000 as the upper 
limit of the small companies and the 
lower limit of the large companies 
(Table V), but the results vary little 
from the general study. The chief point 
to be noted is that the earnings of both 
small and large companies in the high 
compensation group fell more from 
1929 to 1932 than for similar size 
companies in the low compensation 
group. 


TABLE V 
Deciine 1n Earnincs oF Hicu anp Low 
CoMPENSATION GROUPS BETWEEN 1929-1932 
spy Asset Groups* 

Companie 

Companies with 
with Assets Assets of 
Less Than $30,000,000 
$30,000,000 and Over 

Percentage of earnings paid 


executives 9.7% 4.1% 
Low compensation group 

declined (50 companies) —97.0 —g0.0 
High compensation group 

declinedf (50 companies) —108.0 —127.0 


* Because of the size of sample, attention should be given to the 
direction of the changes rather than to the definite changes 
percentages in this and other tables. 

t A decline of more than 100% indicates the existence of a deficit 


Companies Manufacturing Producer 
and Consumer Goods 


Any sample of industrial companies 
is likely to include companies from tw: 
general categories, those manufactur- 
ing industrial goods and those manufac- 
turing consumer goods. Since it is 
generally recognized that these two 
groups are differently affected by busi- 
ness conditions, an examination of the 
companies falling in the two groups 
seemed necessary to see if any results 
might be obtained which would affect 
the conclusions of this study (Table V1). 
The first outstanding conclusion from 
the result of this inquiry agrees with 











‘ing knowledge of the trend of 
‘ngs of these two groups during a 
sion; that is, earnings of com- 
manufacturing industrial goods 
clit more than earnings of com- 
‘es manufacturing consumer goods. 

- again no changes are revealed 
in any way impair the validity 
‘ earlier evidence. Earnings for com- 
nies in the high compensation group 
th industrial and consumer goods 

p substantially more from 1929 to 
:2 than for companies in the low 
npensation group. Also the drop in 
arnings for the companies manufactur- 
industrial goods as contrasted to 
at for the companies manufacturing 
sumer goods 1s noteworthy. In the 
mpensation group, earnings in 
five-year period for the industrial 
companies drop 113% to a 

and for consumer goods com- 

, earnings drop only 67%. In the 

igh compensation group the earnings 
industrial goods companies drop 
124°%, likewise to a deficit, and those of 
ner goods companies drop 98%. 


TABLE VI* 

IN Earnincs OF HicH anp Low 
NSATION Groups CLASSIFIED ACCORDING 
sTRIAL Goops AND ConsuMER Goops 

FROM 1929 TO 1932 

Industrial Consumer 
Goods Goods 
Companies Companies 
ensation group 
—113% —67% 
ation group 
inies) —124% —98% 


= than 100 % indicates the existence of a deficit. 


ind Non-bonus Paying Com- 


\luch has been written about execu- 
nus plans or incentive compensa- 

By means of these plans, their 
nents believe that executives will 
iven a feeling of proprietorship 


will become a substitute for 
hip and encourage them to strive 
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hard for increased earnings. Let us 
examine briefly the results of the ap- 
plication of this theory. 

As stated in the beginning of this 
article, it is assumed that the owners, 
1.¢., the common shareholders of a 
corporation, are chiefly interested in 
earnings. They desire their directors to 
employ executives who will manage 
their companies successfully, and they 
are willing to pay their executives on 
this basis. For this reason (or so it is 
generally assumed) elaborate bonus 
plans have been devised and substantial 
payments made in addition to salaries. 
These plans are used by two-thirds of 
the companies studied, and their prev- 
alence suggests that the company 
directors feel fairly certain of the re- 
sults to be secured by offering additional 
incentives. But are these assumptions 
based on facts? The results of this 
study should throw light on this ques- 
tion. A simple comparison can be made 
for the period studied of the change in 
the earnings of the two groups, those 
paying bonuses and those which do not. 
If incentive in the form of additional 
compensation is effective, then the com- 
panies paying a bonus should have de- 
cidedly steadier earnings, or a smaller 
drop in earnings during the period 
studied, than those that do not use a 
bonus plan. 

Table VII and Chart II give the 
results of this special study. Although 
no exceedingly important variations 
from the previous conclusions occur 
here, nevertheless it appears that the 
bonus paying companies had an advan- 
tage over the non-bonus paying com- 
panies for every year, so far as a drop 
in earnings was concerned. The differ- 


ence, however, is slight, particularly in 
1932. Because of the difference in the 
number of companies in each group 
and other factors, too much emphasis 
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should not be placed on this compari- 
son. Also other characteristics of the 
bonus and non-bonus paying companies 
doubtless affected these conclusions 
somewhat. For example, there was an 
equal number of bonus and non-bonus 


Table VIII and Chart III reveal 
clearly the results of this examination. 
The percentage of sales paid in total 
executive compensation for each com- 
pany was found and the companies 
were classified according to those fall- 


TABLE VII 
Cuances in Earnincs* 1928-1932 AnD Inpex NumBersf ror Companies Payinc Bonuses anp Tuose Nox 
Payinc BonusEs IN 1929 











_ 1928 1929 1930 1931 1932 
Index Index Index Index Index 


Amt. Number Amt. 
Earnings of 62 companies pay- 
ing bonuses in 1929 $784 78 $1,006 
Earnings of 38 companies not 
paying bonuses in 1929 
* Unit = $1,000,000. 
t 1929 = 100. See Chart II. 


$173 102 $ 170 


paying companies in the small asset 
classification; but there were three 
times as many bonus-paying companies 
in the large asset group as there were 
non-bonus paying companies. Also ap- 
proximately two-fifths of bonus paying 
companies are in the high compensa- 
tion group and three-fifths in the low 
compensation group. One-third of the 
bonus paying companies were in the 
consumer goods group, and two-thirds 
in the industrial goods group. 


Total Compensation as a Percentage 


of Sales 


Instead of securing a ratio between 
total executive compensation and earn- 
ings, on which to base a study of execu- 
tive compensation and its relationship 
to earnings, the basic figure ordinarily 
taken would be executive compensation 
in relation to net sales. This did not 
appear feasible as the chief approach to 
the problems presented by this article, 
since only 50 of the 100 companies 
analyzed furnished sales figures. Before 
concluding this survey, however, an 
examination should be made to see if 
the results of such a study would vary 
greatly from the evidence secured on 
the basis of earnings. 


Number Amt. Number Amt. Number Amt. Number 


100 $622 62 $292 29 $95 49.5 


too «6©$ 84 «649.5 $31 18.5 $148 


ing in the high and low compensation 
groups. A comparison was made of the 
earnings of the two groups for the five- 
year period 1928-1932. The results, 
although definitely limited in signifi- 


CHART II 
CuHANGEs IN REtaTivE Earnincs For Bonus aAnp 
Non-sonus CoMPANIES 
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cance because of the small number of 
companies studied, agree with those 
previously secured——that the earnings 
of companies in the high compensation 
groups declined more over the entire 
period than of those paying low com- 
pensation. While there was some varia- 
tion from this in 1930 and 1931, it was 
so slight as to be of little significance. 
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Other interesting information is 
out by the examination of 
mpensation related to sales. 
mpanies generally pay a higher 
ige of sales for executive com- 
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CHART III 
RELATIVE EARNINGS FOR COMPANIES 
“Hicu” ano “Low” CoMpPpENSATION 
FICERS BASED ON 1929 SALES 
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‘xceedingly difficult problems have 
n and are arising constantly on the 
ject of the proper rewards to cor- 
ition executives. Not only were 
















TABLE VIII 
EARNINGS* AND InpEx NumBersf oF 50 Companies Payinc a HicH anp Low PERCENTAGE OF 
SALES TO EXECUTIVES 1928-1932] 


Index Index 
Amt. Number Amt. Number 


$441 77 ~=$573 100 


68 $120 100 


et . 
nies but if these were to be on 
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there no answers to these problems in 
the past, but neither were there any 
methods or means of examining them 
in a general way. In this study evidence 
relating to these problems is assembled. 


1930 1937 1932 
Index Index Index 
Amt. Number Amt. Number Amt. Number 
$267 46.5 $79 14 (—$9) (-—1.5) 
$7361 $18 15 (—$17.6) (—14.5) 










the 





itted there would be no material change in 





The statistical methods used are not 
the exact tools to answer all questions 
relating to compensation but, in the 
writer's opinion, they are sufficiently 
precise to indicate the following signifi- 
cant conclusions: 

(1) In general, companies with small 
assets pay a larger percentage of earn- 
ings to their executives than do com- 
panies with large assets. That such a 
situation must exist because of the 
difference in size is not borne out by this 
inquiry, since one-fourth of the small 
companies are classified in the so-called 
low compensation group and about the 
same proportion of the large companies 
in the high compensation group. 

(2) The spread in the percentage of 
earnings paid as executive compensa- 
tion from a very prosperous year, 1929, 
to the average for the good and bad 
years, 1928-1932, is not exceedingly 
great—only 4.2%. There are, however, 
certain companies in which the spread 
is exceptionally large. For this reason 
any method of compensation used by 
any one company on only one year’s 
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performance may give highly unsatis- 
factory results. 

3) There is no substantial statistical 
evidence that directors of corporations 
either increase earnings or decrease 
fluctuations in earnings by paying ex- 
ecutives a high percentage of earnings. 
Indeed the opposite apparently occurs; 
those paying a high percentage of earn- 
ings secure less satisfactory results than 
those paying a low percentage of earn- 
ings. No variation from this evidence 
appears either in large or in small 
corporations or in corporations in such 
different fields as industrial goods and 


consumer goods. 

(4) Evidence indicates that othe; 
factors far more powerful than exec). 
tive compensation are affecting corpo- 
ration earnings. One of these influences 
certainly is the fluctuation in busines: 
conditions. The normal sequence o; 
events for this factor seems to be 
much as follows: business slows down. 
demand slackens, sales fall, and earp- 
ings decline. From this inquiry jt 
seems fair to conclude that no method 
of paying executives, no matter how 
liberal, can offset substantially this 
cycle of events. 














CYCLICAL BEHAVIOR OF TIME DEPOSITS 
IN THE UNITED STATES 


BY LAWRENCE W. 


ECENT discussions of time de- 
sits have implied a marked 
yclical movement of these de- 
J. M. Keynes! has found this 
nt to be dependent upon the 
behavior of security (stock) 
ind the alternative uses of 
in the purchase of stocks or in 
deposits. Elmer Hartzel,? whose 
nis based in part upon Gustav 
theory of conjuncture-move- 
has found the volume of time 
; dependent upon the amount of 
available for investment pur- 
d also that it is affected by 
in the rate of interest and by 
ments in the relationship be- 
ixed and circulating capital. 
\ccording to Keynes, the rise in 
y prices during the early upturn 
iness from depression creates a 
feeling of optimism among 
; who find it desirable to with- 
ids from savings deposits to 
irities.4 After security prices 
sen considerably, there is a 
of sentiment, some of the 
’ turning “‘bearish” and selling 
irities to others who are willing 
tocks on borrowed money, the 
from the sales going back 
deposits. When security 
irn downward, there is a una- 
of “bearish”? sentiment and an 
in savings deposits as securities 


time 


n Money. New York: Harcourt, Brace 


¥, 1930. 2 vols. 
\RD BUSINESS REVIEW I, October, 1934, 
al Economy. London: T. F. Unwin, 
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are liquidated.’ Thus, there is devel- 
oped a distinct cyclical movement of 
time deposits. In the upswing of the 
cycle they are drawn down and trans- 
ferred to demand deposits by way of 
the securities markets, at least until 
the upward movement gains consider- 
able momentum, and near the peak and 
in the downward phase they are built 
up as securities are sold and funds 
are transferred from demand deposits. 

Hartzel,® citing Cassel, believes there 
is a relatively considerable formation of 
capital at the beginning of an upward 
swing of business; individuals save a 
greater proportion of their incomes, 
and corporations realize greater profits 
because wages are low and business is 
expanding. This is followed by ad- 
vances of wages and prices, which result 
in a diminution in the rate of capital 
formation because the working classes 
begin to consume a large part of their 
income and corporations experience 
rising costs relative to prices, with 
resultant lower profits; and, as the peak 
of the cycle approaches, a stringency in 
the supply of capital (savings) begins 
to develop. The significance of such 
an analysis with respect to deposits 
resides in the fact that changes in the 
rate of capital formation are accom- 
panied by continuous readjustments in 
the relationship of fixed to circulating 
capital. An increase or decrease in 


Ltd., 1923. Trans. by Joseph McCabe. 
*O>9..cit., Vol. I, p. 2§1. 

§ Jbid., Vol. 1, pp. 252 
presence of true thrift accounts in 


6 Op. cit., pp. 


53. Keynes does not deny the 


time deposits. 
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fixed capital relative to circulating 
capital will be accompanied by an 
increase or decrease in time relative to 
demand deposits. The composition of 
deposits in the banking system would, 
therefore, be expected to undergo trans- 
formations which would conform to 
major oscillations in the rate of interest, 
since the effect of a change in the rate 
has an unequal effect on the relation- 
ship of fixed to circulating capital, and 
indirectly on time and demand de- 


CHART I 
Time’ anp Demanpn Depostrs——A.Lt Banks IN 
THE Unirep StaTEs, 1910-1934 (ON JUNE 30) 
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posits.’ The lowering of the “real” 
rate of interest widens the use of 
capital goods, and builds up time and 
savings deposits, whereas a rise in the 
rate tends to have the opposite effect.® 
Briefly: time deposits increase rapidly 
during early recovery and taper off as 
the boom develops.?® 


7 [bid., p. 39. 

8 [bid., p. 40. 

* From Hartzel’s discussion it is not certain how time 
deposits would move during recession. While a 
decrease in fixed capital formation would lead to a 
reduction of time deposits, he also states (p. 41) that 
there is a tendency for deposits to shift from cur- 
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The present article undertakes ¢, 
analyze the figures for time deposits jy 
the banks of the United States since 
1914, to explain what cyclical move. 
ments may be found therein, and to 
determine whether those movements 
can be reconciled with the theories of 


Keynes and Hartzel. 


Statistics of Time and Demand Depos- 
its in Commercial Banks « 


Examination of Chart I, showing 
time and demand deposits in all banks 
in the United States for the years 1910- 
1934, fails to reveal any decline in the 
curve of time deposits until 1929. The 
depression of 1920-1921 did not halt 
the growth of time deposits, evident 
since 1910. But the fact that these 
are annual figures and also that they 
do not depict a marked cyclical behav- 
ior in demand deposits makes of inter- 
est a study of the statistics of time and 
net demand deposits in all member 
banks (Chart IT) which are available at 
each call date. Even in member banks, 
however, a marked drop in net demand 
deposits in 1920-1921 is not accom- 
panied by a simultaneous decline in 
time deposits; and the persistent 
growth noticed in the time deposits 
of all banks up to 1928 is also remarked 
in these deposits for member banks. 

Although time deposits in member 
banks did not decline in any year 
before 1928, in certain years they in- 
creased much more rapidly than in 
others: notably in 1917, 1919, 1922, 
1923, 1924, and 1927, when the annual 
increase was one billion dollars or 


rent to savings accounts when prices are falling an¢ 
need for a rapid turnover of money is reduced. 

Study of Chart 1 shows that the increase in the 
ratio of time to total individual deposits in all banks 
in the United States from 1930 to 1932 was due 
entirely to the liquidation of demand deposits an¢ 
not to the shifting of demand to time accounts. 
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9 r. But instead of the inverse larger dividend distributions to stock- 
ation with demand deposits which holders. With more money in the 
Key nes thesis implies, it is seen hands of the working and stockholding 

of these six years except 1923, classes, it is to be expected that these 
s| aa the smallest growth in classes will make larger total savings. 
osits of any of the six, wasalso A large part of the savings of wage- 
marked expansion in demand earners goes into savings accounts, 
It is not unnatural, how- and many stockholders make a prac- 
CHART II 
Net DEMAND AND TIME Deposits ALL MEMBER basi 1914-1933 
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expect an increase in time _ tice of depositing dividend checks in 
at a time when demand depos- _ savings accounts. At the same time, 
ire expanding. Demand deposits larger business profits make possible 
generally expand with a quickening of _ the strengthening of the financial posi- 


iness activity; and greater business __ tions of business firms and corporations 
means fuller employment, an ___ out of wesiarriet' and some of this cash 





in wage rates, and larger surplus is likely to find its way into 
rate profits, with consequently eA deena.” 

the enormous increase in time deposits in tion of the writer in which a bank in one New England 

1 States since the War represents a growth textile city held $5,000,000 in time deposits belonging 

nts or a more careful analysis of cash to six corporations. The Committee on Bank Reserves 

ness concerns with a shifting of what of the Federal Res serve Board found (May, 1931) that, 

e have been demand deposits to time of $13,000,000,000 of time deposits held by member 

is widely discussed during the late twen- banks ; at that time, $3,000,000 000 consisted of individ- 

belief of the writer that the growth of ual accounts with balances in excess of $25,000 

ts was the more important factor in this Cf. Report, pp. 14-15. Probably a good proportion of 
hat the increase in the commercial funds these were commercial accounts 

> deposits was by no means inconsider- But it seems incredible that bankers induced cus- 

larly in the larger cities. Inquiries among tomers to shift deposits from demand to time ac- 

East have revealed that it was a fairly counts, as many have claimed. By so doing, to be sure, 

tice for firms and corporations to carry a banker would reduce his reserve requirements, say 


its. One case was called to the atten- from 13% to 3%; but, having to pay at least 2% more 
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Time deposit figures for all banks 
and all member banks from 1IgI0 to 
1928 apparently offer little in support 
of the Keynes or Hartzel theories. 
But what of the period since 1928? 
From 1928 to 1930 there was virtually 
no growth in either group, but neither 
was there a decline; while after 1930 
a marked decline occurred. Keynes 
may find some consolation in the behav- 
ior of time deposits during 1928 and 
1929, as the end of the long period of 
growth was in considerable part un- 
doubtedly influenced by stock market 
conditions. Visions of an El Dorado 
drew many a savings account into the 
stock market in these months; and the 
high money rates induced many cor- 
porations to draw down their inactive 
bank funds (time deposits) to lend in 
the open market.'! But this shift to 
the “‘bull”’ position developed late in 
the upturn of business, not early as 
Keynes would intimate. Apparently, 
savings depositors were “from Mis- 
souri”’ and required considerable dem- 
onstration of the magnificent profit 
opportunities in the stock market 
before they could be tempted to 
abandon the less dazzling but rela- 
tively safe haven of the banks. Cer- 
tainly, it is difficult to reconcile the 
Keynes theory with the drop in 
time deposits after 1930, when there 
was an almost continuous decline in 
stock prices for a period of more than 
two years. According to that theory, 
time deposits should have risen during 


interest to the depositor on the time deposits than on 
the demand deposits (Cf. Federal Reserve Bulletin, 
1928, p. 828), he would find it unprofitable. On a 
$1,000 deposit there would be a reduction in the 
reserve required of $100, which, loaned at 6%, would 
increase the bank’s gross income by $6. But the 
increase in interest paid by the bank as a result of 
the transfer would be $20, making a net loss of $14 on 
the transaction. For reserve city and country bankers, 
such a transfer would be even less profitable because of 
the lower reserves required on demand deposits. 
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this period. Verification of the Han. 
zel thesis, too, may possibly be found 
in the years 1928-1929. Higher jp. 
comes and visions of a new economi 
era may have dimmed the desire ;, 
save; on the other hand, the volume o} 
savings may have been as great a; 
earlier, but savers may have altered 
their routes of investing, preferring 
direct investment in securities or req! 
estate to time deposits. 


Deposits in Mutual Savings Banks 


Of further interest in considering 
this (Hartzel) thesis is a recent study 
of the cyclical behavior of deposits in 
the mutual savings banks of New York 
State covering the period 1875~19}0, 
made by Leonard P. Ayres.!? Ayres 
found that over a long period following 
1875 there have been declines in saving: 
in all major depressions. Generally, 
the American people do not draw down 
their money in savings accounts, and 
replace it, concomitantly with the 
movement of the business cycle, but 
on a plan of procedure that if dia 
grammed would make a quite different 
sort of curve. At the early part of a 
period of depression the decline in 
savings runs down abruptly. It re- 
covers promptly and goes up to a high 
point long before business has really 
become good again. It starts gently 
to decline as prosperity goes on progres- 
sively increasing. He concludes that 
when the people are feeling reall) 
prosperous they clearly do not save 11 


It is not to be doubted, however, that, during 3 
period when competition among banks was especial)) 
keen, bankers did offer the high time-deposit rates 0° 
new deposits when these accounts could be attractec 
in no other way. And in some instances a similar 
inducement may have been necessary to hold 
accounts in the face of aggressive competition. 

1 Federal Reserve Bank of New York, Moni 
Review, April, 1930. 

12 Commercial and Financial Chronicle, 
October 18, 1930, pp. 102-106. 
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n to that prosperity. Thus, the past two decades.'* Although both 
nds cycles of business tend to groups experienced a slight loss of 
mewhat behind cycles of savings. deposits in 1929, this was followed 

ver, these conclusions Ayres during the first two years of the 
h more applicable to con- depression by a sharp rise, and not 











CHART III 
Deposits IN New York StaTE Banks AND 62 New ENGLAND Murtuat Savincs Banks 
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ns several decades agothantothe — until late in 1931 in the New England 
decade or two; and evidence of ' banks and in 1932 in the New York 
licability of these conclusions _ banks did atrue cyclical decline appear. 
theglast six years is presented in ‘This delay in the decline, as compared 

t III, showing deposits in New with that in member banks, represents 

rx State mutual savings banks and _ in part a shifting of deposits from the 
022 New England mutual banks for commercial to the mutual banks, the 










tatistics of the New England savings York figures are taken from the reports of the State 
am indebted to the Financial Statistics Divi- Bank Department and the State Savings Banks 





Federal Reserve Bank of Boston. The New Association. 
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numerous failures among commercial 
banks undermining somewhat public 
confidence in them.'* But the fact 
that the number of accounts on the 
books of the New England savings 
banks declined by approximately 50,- 
ooo (Chart IV) from early 1931 to 
the middle of 1933, while the average 
balance per account (Chart V) did not 


CHART IV 
NuMBER oF Accounts ON Books oF 62 NEw ENGLAND 
Mutvat Savincs Banks 
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decline until late in 1931 and then 
only slightly until the middle of 1933, 
implies a transfer of investment funds 
from the securities markets to time 
deposits. The decline in the average 
balance during the latter half of 1933, 
when the number of accounts was 
increasing and total deposits decreas- 
ing, may signify the withdrawal of 
funds for investment purposes at a 
time when the business outlook was 
promising, and may also reflect the 
influence of many small new accounts 
the effect of which is to dilute the 
average balance. 

The decline in time deposits in all 
banks and member banks during 1931, 
1932, and 1933 reflects to a considerable 
extent bank suspensions, the deposits 
of suspended banks not being included 
in the statistics. But that this is not 
a complete explanation of the decline 
is evident from the decline in the de- 
posits of the 62 New England mutual 


14 Cf. Federal Reserve Bank of New York, Monthly 
Review, February, 1931, p. 2. 
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savings banks, among which there 
were no suspensions. Hoarding and 
distress withdrawals due to unemploy- 
ment were the chief causes of the de- 
cline in these banks, and were probably 
important factors in the decline in aj 
banks and member banks. 

In none of these groups of banks js 
there evidence of an upturn in time 


4 


CHART V 
AVERAGE BALANCE PER Account IN 62 New Enciayp 
Mutua Savincs Banks 
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deposits until the latter part of 1933. 
The lag of cycles in business behind 
cycles of savings, which Colonel Ayres 
found in the deposits in New York 
mutual savings banks before 1910, has 
evidently been reversed during the 
last six years. While business turned 
downward in 1929, in no case did 
time deposits turn definitely downward 
until late 1930, and in the mutual banks 
not until 1931 in New England and 
1932 in New York State. And whereas 
the upturn of business from the depres- 
sion began in 1932 and continued, 
somewhat spasmodically, to be sure, 
through 1933 and 1934, the decline 
in time deposits was not reversed unt! 
late in 1933. 

The increase in the number of ac- 
counts in the 62 mutual banks in New 
England, noticeable a few months 
before the increase in the deposits 0! 
these banks, suggests that the return 
of funds from hoarding was an impor 
tant factor in the upturn in deposits. 
And, undoubtedly, the increase i 
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ne of business were factors. How- 
ever, the increase in the average balance 
unt which persisted throughout 

' 1934, when the number of 
nts was again declining, would 
ate a transference of investment 


nds to savings accounts during this 
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failure of time deposits to dis- 

y the cyclical movement which 
might expect is due in considerable 
the stabilizing influence of 

und interest accumulations. This 

nce is shown in Chart VI, pre- 

| by the Financial Statistics Divi- 
the Federal Reserve Bank 

' Boston and presenting monthly gains 
ses to savings deposits in the 

2 New England mutual banks ad- 











f course, inaccurate to allow for interest 

n the entire deposits, because there is a cer- 

int of withdrawals and replacements of 

ts which interferes with interest accruals. Yet it 
overestimate the importance of this inter- 
Many savings banks and departments, cer- 
New England and the East, find that marked 
concentrated in comparatively few ac- 
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CHART VI 
Monruty Garns or Losses ApjusTED TO ELIMINATE ACCRUED INTEREST IN 
62 New Encitanp Mutuat Savincs Banks 
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justed to eliminate accrued interest. 
In this chart, marked losses of deposits 
are seen in 1921, in 1928-1929, and 
late in 1930, where in the actual bal- 
ances in Chart III these losses either do 
not appear or are of slight importance. 
On more than one billion dollars of 
deposits, for example, compound inter- 
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est accumulations for the year 1921 at 
only 4% would amount to $40,000,000; 
and more than this amount would 
have had to be withdrawn before any 
decline in gross deposits would become 
evident.!5 The degree of stabilization 
exerted by these interest accumulations 
is directly correlated with the rate of 
interest paid on time deposits, being 
greater, of course, when rates paid on 
deposits are 4% or 5% than when 
they are 214% or 3%. 
Savings and Capital Construction 

The cyclical relationships which 
Hartzel traces, from a low rate of inter- 
est, to a relatively great formation of 


counts, while the great backbone of their accounts 
experience relatively few withdrawals, and those are 
generally restricted to interest accretions. Another 
factor tending to minimize the effects of withdrawals 
upon interest accumulations is the rather widespread 
practice of paying interest from the first of the month 
following new deposits. 
















232 


fixed capital as distinct from circulating 
capital, to an increase in time relative 
to demand deposits, seem rather tenu- 
ous. While there is little doubt that a 
low rate of interest, under propitious 
conditions, stimulates investment in 
fixed capital, it is very doubtful 
whether time deposits are as sensitive 
to cyclical changes in the rapidity of 
fixed capital formation as Hartzel inti- 
mates. The growth over the past 
century of fixed capital in industry, as 
distinct from agriculture, has un- 
doubtedly stimulated the growth of 
time deposits. The decline in the rela- 
tive importance of agriculture has 
diminished the opportunity for direct 
investment on the farm, while the 
expansion of fixed capital has raised 
the marginal productivity of labor, 
and-hence wages, and despite a higher 
standard of living has resulted in a 
larger surplus to be invested. But 
savings originate with one group of 
persons, the construction of capital 
goods with a different group; and there 
is no essential reason why the two 
should always be equal. The very 
fact that the rate of interest is low at 
the beginning of business recovery and 
high near the peak of prosperity simply 
reflects, among other conditions, that 
in the first case the volume of savings is 
great relative to the demand for savings 
for capital construction, and in the 
latter that the supply of savings is 
scarce relative to capital-goods con- 
struction. The problems arising from 
this disequilibrium between savings 
and the value of capital-goods con- 
struction (investment) have been ably 
discussed by Keynes.’® 

Some indication of how disparate 
the movements of time deposits and 
fixed capital formation may be is found 


16 Op. cit. 
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in the years 1928-1930, in which the 
growth of time deposits in all banks 
was either very small, nil, or less thay 
nil. Yet, in 1928, construction con. 
tracts awarded were the highest {o; 
any year for which the Federal Reserye 
Board has published figures. While 
this figure dropped in 1929 and again in 
1930, the drop was due entirely to , 
decline in residential contracts in 1929 
and almost entirely to a decline jy 
residential contracts in 1930, the drop 
in ‘all others” for this year being from 
142 to 125. In so far as indices of 
production, factory employment, and 
factory payrolls in the iron and steel, 
machinery, and transportation equip- 
ment industries may be taken as indices 
of capital-goods construction, 1928 and 
1929 were years of greater capital con- 
struction than the years preceding, and 
in the case of lumber production were 
only slightly below the years immed- 
ately preceding. Capital issues (ex- 
clusive of refunding issues) in these twe 
years were the highest for the decade; 
and while these issues fell off markedly 
in 1930, even in that year they were 
higher than in any other year of the 
1920’s preceding 1927." 


Time Deposits and Gold Imports 


One abnormal factor facilitated the 
growth of time deposits during the 
1920’s, viz., the huge imports of golc 
which the United States received dur 
ing the War and the years following the 
War. These gold imports, coupled 
with generous open-market purchases 
by the Reserve banks, enabled the 
member banks to reduce their it 
debtedness to the Reserve banks and 
at the same time put them in posses 
sion of large excess reserves. Unable 
to use these new funds in expanding 


1” Federal Reserve Board, Annual Report for 193 
pp. 165-179. 
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nmercial loans, the member 


bought bonds and made large 


uritie 


s. This 


- loans secured by real estate 
type of 


bank 


expansion, by means of invest- 


ircha 


ses and 


secured 


loans, 


to result in a greater proportion 
deposits than expansion by 
commercial loans. When a 
for commercial purposes, 


made 


renerally to meet the expanding 


trade, and the deposit is passed 


- business man to another as a 
deposit. When the loans are 
iated for the purchase of securi- 
wever, there is an expansion of 
its at a more rapid rate than the 
trade demand. Persons who 
obtain newly-created bank 


rough the sale of securities 


. the banks or to borrowers of 


1 


funds may re-invest these funds, 


y carry idle bank balances. Re- 
tment of funds involves passing 
leposits to others. As they are 


rom person to person, a portion 


will reach the hands of indi- 
who do not care to re-invest 


prefer to carry idle bank 
es; and an idle bank balance is 


rofitably carried as a time de- 
\Many of these investment pur- 


and security loans were, to be 


merely indirect commercial ad- 


s, corporations preferring to take 
ntage of favorable security mar- 
to finance themselves rather than 
ome directly indebted to the 
through short-term loans. But 
t that securities could be readily 
induced many corporations to 
e themselves in excess of current 


equirements and to increase their cash 


ves; and unneeded cash balances 
into investments and time de- 


Thus, 


the 


ease 


with 


which 





of Time Deposits 233 


bank credit could be obtained in- 
directly enabled investors and corpora- 
tions to convert their investments and 
new securities into time deposits. 


Conclusion 

From the foregoing discussion it is 
evident that the banking statistics of 
the United States from 1914 to 1930 
afford no significant grounds for a 
cyclical pattern of time deposits, and 
that the Keynes theory fails to explain 
the movement of these deposits after 
1930. It is not to be gainsaid, how- 
ever, that the shifting of funds from 
time deposits to the investment mar- 
kets, and wice versa, is a movement 
which any study of time deposits must 
take into account. The relationship 
which Hartzel traces between fixed 
capital formation and the growth of 
time deposits, although perhaps of 
significance over a long period of years, 
seems to be too indirect and too 
tenuous to justify anticipation of 
parallel cyclical swings of these two 
phenomena during the shorter period 
of the business cycle. Moreover, it is 
to be doubted whether there is more 
saving early in business revival than 
later in a period of prosperity. Perhaps 
individuals save a larger proportion 
of their income in the early period; 
but it must be remembered that, in 
the later period, employment is fuller 
and wages higher so that even a 
smaller proportion saved out of indi- 
vidual incomes can easily result in a 
larger absolute volume of savings. And 
it is the total volume of savings which is 
important. The evidence of such in- 
dices of savings as life insurance pre- 
miums paid, assets of building and loan 
associations, new securities purchased, 
and mutual savings bank deposits 
points clearly to a tremendous volume 
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of new savings in the United States 
during the late twenties." 

The forces affecting the expansion of 
time deposits are complex. The growth 
of true thrift accounts is governed by 
such factors as the fullness of employ- 
ment, the decision of the people to 
save or to consume, the choice made of 
investing savings, and the confidence of 
savers in the banks. But the presence 
in time deposits of investment and 
commercial funds makes incomplete 
any analysis of these deposits in terms 
8 Cf. Statistical Abstract of the United States, U. S. 
Bureau of Foreign and Domestic Commerce, 1930. 

Care should be taken, of course, not to make an 


aggregate of these four indices a measure of total 
savings, because banks and insurance companies 
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merely to thrift accounts. Moreove; 
even if true savings funds were the 
only constituent of time deposits, cyc|j. 
cal movements of them would generally 
be obscured by compound interes 
accruals, except in cases of the mos 
severe and long-drawn-out depressions, 
The number and complexity of the 
forces governing the growth of time 
deposits, and the fact that these forces 
are often working toward opposite 
results, make attempts at prediction 
hazardous. 

in turn bought some of these new securities. A simpli: 
summation, therefore, would involve much double. 
counting. Also, time-deposit expansion and new 


securities purchased reflect the expansion of bank 
credit as well as saving. 
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HE need to prepare for a 
“rainy day”’ has never been as 

well recognized by the voter 

by the business man, nor, oddly 
enough, is it as clearly a tenet of public 
{nance as it is of business finance. Dur- 
the twenties, when many corpora- 
ns were taking advantage of market 
litions to retire bonded indebted- 
ss, and, in some cases, to refinance 
nvertible debentures and non- 

ting common stock, municipal cor- 
ions were assuming higher fixed 
irges. Municipal assumption of six 
n dollars of new debt in the 
ive-year period 1926 to 1930! no 
bt bore some relation to the 1,830 
aults on issues of municipal bonds, 
es, and certificates of indebtedness 
ted as of June 1, 1934.2 Yet 
yusiness failures are expected as 
price of industrial progress, govern- 
insolvency is held to be rarely 
‘he alarm during the twenties over 

g government costs was most upon 

int when it warned of future 
emergencies.* This paper is written 
the belief that not only may a gov- 
ment, by foresight, avoid insolvency 

re easily than an individual, but 
within what has been called the 


































rovernment tn the United States, 1929-1930. 
idustrial Conference Board, Table 13, p. §2. 
Bond Buyer, Summary of State and Municipal 
Revised to June 1, 1934. 
A of this approach is to be found in an 
C. J. Bullock in 1928, which, in calling 
enditure control”? to cope with lobbies, 







exper 





e difficulties that faced cities in the eighties 
t to liquidate debts “‘they ought never to 
ted.” “‘The only prudent course,” he 

s to put our house in order while there is 
‘The Increase of Taxes on Real Estate 







ELASTICITY IN PUBLIC FINANCE 


BY WARREN ALDRICH ROBERTS 


principle of elasticity lies an explana- 
tion of the sort of foresight that is 
needed. 


Definition 

Historically, the canon that a rev- 
enue system should be elastic lends it- 
self to brief treatment. Adolph Wagner 
held that the tax system should have 
the capacity to adapt itself to changes 
in financial needs as well as the capacity 
to make up for the possible failure of 
any one source.‘ Bastable, writing in 
the nineties, interpreted this to,mean 
“‘elasticity”’ or “the general principle 
of flexibility,” and agreed that the 
public revenue should ‘‘admit of easy 
expansion or reduction according to the 
growth or decline of expenditure.’’® 
Lutz mentions elasticity as one of the 
requisities of a sound tax system, and 
states that the “elasticity of the tax 
system means that there should be the 
capacity to respond quickly to changes 
in the demand for revenue.” As an illus- 
tration of an inelastic tax he cites the 
corporate gross earnings tax, which has 
a tendency to vary its yield with 
economic conditions. According to 
Adarkar, elasticity denotes the expansi- 
bility of resources in response to the 
growing needs of the government con- 
in American Cities,’ VI HARVARD BUSINESS REVIEW 2, 
January, 1928, pp. 137, 142. 
4Wagner, Adolph, Finanzwtissenschaft II, pp. 306 ff. 
This principle (Beweglichkeit) he coupled with the 
principle that the yield of revenue should be adequate 
(Ausreichendheit) and held that both together formed 
the fundamental financial rule that revenue should 
always be sufficient to cover needs of the state. 
5 Bastable, C. F. Public Finance. New York: Mac- 


millan Co., 1895, pp. 387-390. 


6 Lutz, Harley Leist, Public Finance. New York: 
D. Appleton & Co., 1929, pp. 280-281. 
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cerned or under the strain of sudden 
emergencies like war, famine, and 
pestilence.’ 

Included within the problems dis- 
cussed under this principle are two 
sorts of emergency. In the first place we 
may assume constant economic con- 
ditions and consider that in case of 
emergency, such as war or flood or 
labor troubles, the state must be able 
to demand greater sacrifice from the 
taxpaying group, in the way of 
creased revenue. One of the immediate 
results of the Vermont flood of 1927 
was an increase in authorized bonded 
indebtedness of $8,500,000. In the 
second instance we assume business 
conditions to change for the worse, as 
in the present depression, and we con- 
sider that the government needs, not 
more revenue, necessarily, but a certain 
stability in revenue.® This sort of 
emergency, also, entails more sacrifice 
on the part of the taxpaying group. 
The common denominator of the two 
problems is the need for increased tax- 
payer sacrifice. 

There are several reasons, of course, 
for making a distinction between the 
two types of emergency. As govern- 
ments continue to demand a larger 
income and to take a more prominent 
part in industry, they need to be in- 
creasingly aware of the necessity to 
prepare for a business depression. The 
distinction must be made, from another 
point of view, because each type of 
emergency calls for a different type of 
tax. A property tax, for instance, will 
more readily bring increased sacrifice 
during a depression than an income 
tax, due in part to the inertia against 
changing rates and assessments. A third 
reason for such a distinction is that 


7 Adarkar, B. P., The Principles and Problems of 
Federal Finance. London: P. S. King & Son, Ltd., 


1933, pp. 280 ff. 
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different types of government are apt 
to meet different types of emergency 
Local governments, for instance, are 
only occasionally called upon to be; 
war expense or to aid in flood relief o, 
labor troubles, but they must alway; 
be prepared to cope with economi 
difficulties. 

Nevertheless, because both types oj 
emergency call for the same funda. 
mental quality of responsiveness, 0; 
elasticity of sacrifice, and because, a; 
will be demonstrated, ability to mee 
one type of emergency will generally 
mean ability to meet the other, the tw: 
ought to be considered together. Only 
by this approach, moreover, is the rel:- 
tion made clear between the principle 
that a revenue system ought to be 
elastic, and the principle that loca 
governments ought to have a certain 
amount of reserve strength. 


Recent Experience 


It would probably be advantageous 
if every governmental unit, at the cor- 
clusion of every emergency, might sum- 
marize its own peculiar experiences in 
partial preparation for the next. The 
public administrator who held office 
during the depression was made aware 
of a limit to the amount of revenue that 
could be raised. He knew, moreover, 
that such limit varied not only with 
general business conditions, but be- 
tween localities. The state income tax 
is one illustration. Between 1928 and 
1932 the yield of the Arkansas income 
tax dropped from $871,841 to $98,544, 
or 88%; that of North Dakota shrank 
from $613,702 to $91,711, or 85%: 
and the State of New York, in spite 0! 
doubled rates, raised only $30,000,000 


§ The New York Times, December 17, 1927, Pp. 29 
® Bastable’s definition does not appear to cover t's 
point. 
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1932 as against $83,000,000 in 1929.” 
n the West Virginia gross proceeds 
x fell from $4,046,143 in 1927 to 
2,127,711 in 1930.'! Certain states, on 
ther hand, were able, with higher 
to avoid so unhappy a shrinkage 
, revenue. Thus while the yield of the 
1910 Oklahoma income tax was a little 
ilf of the $1,089,000 raised in 
1928, a change in rates produced over 
$2,000,000 in 1931 and maintained a 
rn well over the million dollar mark 
1932 and 1933. In Missouri the 
ence between the yield of the best 
years was only 28%, due in 
hange in rate, and in Wisconsin 
| was steadied by computation 
upon a five-year average of 
income. Because Arizona had 
ised a state income tax before the 
ion it was a source of strength, 

than weakness, in the budget. 
\n attempt to find the causes of 
lifferences would probably reveal 
factors: the severity of the 
mic depression in the particular 
the effectiveness of the admin- 
of revenue laws, and the will- 
of the taxpayer to make 
nal sacrifice. The first item 
it of the hands of the admin- 
there was little he could do 
the roughness of the road over 
he was driving. The second and 
however, depended to a material 
































ncome tax collections secured by corre- 





e in 1934. 
Conley, W. G. “‘West Virginia’s Experience with 
Sales Tax,”’ Current Problems in Public Finance. 





Lhicago: Commerce Clearing House, 1933. 
a jiscussion of the reasons why the limit of 
taxable capacity is not an absolute or fixed figure, 
Sir Josiah Stamp noted that such limit was influenced 
¢ application of revenue, national psychology, 
is by which money is raised, the distri- 
f wealth, and the fact that capacity shrinks 
-ases more rapidly than change in the amount 
' wealth. (Wealth and Taxable Capacity. London: 
>. King & Son, Ltd., 1922, p. 118. See also Silver- 
H. A., Taxation, Its Incidence and Effects. 
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degree upon the preparedness of 
that government to meet just such 
emergency. 

True elasticity depends upon the 
government’s ability toinduce increased 
sacrifice from the taxpayers. How can 
that ability be acquired? It is no 
doubt fundamental that the adminis- 
trator should assume that while the 
limit to taxpayer sacrifice varies widely 
with many conditions, such limit does 
exist and should be carefully avoided 
in normal times.!? While only past 
experience will tell where that limit lies, 
many local governments were warned 
both before and during the depression. 
With mounting delinquency in 1928, 
defalcation on bonded indebtedness 
was almost assured for 1934, and states 
like Florida, North Carolina, and 
Louisiana, with defaults to the number 
of 330, 276, and 258, respectively,'® 
should have considerable indication of 
the limits to which local property taxes 
may be successfully pushed. On the 
other hand, of the eight states free from 
such defaults (as of the same date), five 
were in New England, and the other 
New England state, Maine, had only 
one. It should be apparent that, con- 
sidering the type of industry, ad- 
ministrative efficiency, and financial 
tradition, New England has_ been 
rather successful in avoiding that 


limit. 


London: Macmillan and Co., Ltd., 1931, chap. 111.) 
Hugh Dalton (Principles of Public Finance. New 
York: A. A. Knopf, 1929, pp. 160 ff.), and B. P. 
Adarkar (op. cit., pp. 200 ff.), take exception to the 
concept of “‘taxable capacity.”” Yet that there is a 
short-run problem is recognized by Adarkar when, 
under a discussion of Adequacy and Elasticity, he 
states that the expansibility of sources of revenue 
““depends on how far the tax-handles have been al- 
ready exploited as to the rate-scales.” (pp. 222 ff.) It 
seems to me that from the administrative viewpoint, 
and particularly in the short run, the problems of tax- 
able capacity and elasticity are definitely related. 
13 Summary of State and Municipal Defaults, revised 
to June 1, 1934, The Bond Buyer. 
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Because of the amount of discussion 
upon this point, let us say that there is 
a certain similarity, here, between 
private and public business. Private 
enterprise, in any attempt to forecast 
future income, is faced by many im- 
ponderables, but it gives a_ useful 
answer by assuming that crop produc- 
tion will be somewhere near normal, 
that no invention will revolutionize 
production, and that competing facto- 
ries will not be destroyed by fire. It is 
true that, in public business, the 
psychological response of the people 
may change markedly over a length of 
time—as during the excitement of war. 
It is true, also, that a new direction of 
expenditure may so affect economic life 
as to make a people more willing to pay 
taxes. Yet, to be businesslike, a state 
should not depend entirely upon any 
of these contingencies, but should 
assume that the elasticity of a revenue 
system will change little from decade 
to decade. 


Gaining Elasticity 

The foregoing discussion has been 
introductory to an attempt to list the 
methods by which a government may 
obtain a responsive revenue system. 
We have said that a factor lying partly 
in the hands of the administrator is the 
efficiency of enforcement machinery. 
Herbert D. Simpson noted in 1933 that 
tax delinquency was due “‘in consider- 
able degree to a slow, cumbersome, 
ineffective process of collection in many 
states, and to ineffective administration 


4“Tax Delinquency, Economic Aspects,” TIilinots 
Law Review, June, 1933, p. 151. 

48 Simpson, Herbert D., The Tax Situation in Illinois, 
Chicago: Institute for Research in Land Economics 
and Public Utilities, Northwestern University, 1929. 
6 Lutz, op. cit. 

 Adarkar, op. cit. Professor Shirras expressed the 
belief that “ . . . a State which appropriates only a 
small portion of the gross income has much larger 
resources in times of necessity.”’ (Shirras, G. Findlay, 





of the processes that do exist.” 
Litigation is to be expected, during 
depressions, under the historic principle 
that, as the tax burden increases, , 
process of squirming calls for more care. 
ful and more expensive supervision of 
the distribution of that burden. When. 
ever enforcement machinery has had 
enough reserve strength to meet the 
need for more accuracy in assessments, 
to avoid political demagoguery, and to 
arbitrate justly between the several 
interests to be taxed, the state has 
avoided some of the financial difficulties 
of the depression. Where, as in Illinois, 
there was lack of confidence in adminis. 
tration, litigation was frequent and 
elasticity was lessened. 

Closely allied to this point is the need 
for legal and traditional freedom in the 
fixing of rates and assessments." Where 
constitutional provisions are too restric- 
tive, a government can scarcely adapt 
itself to changing conditions. 

Other things being equal, however, 
the response of the taxpayers to 
demand for increased sacrifice will 
depend primarily upon the amount of 
additional sacrifice demanded, and this, 
in turn, will depend somewhat upon 
whether or not previous sources of 
government income were used with 
moderation.” This rule applies to both 
old and new taxes. Just as the Federal 
Government used new forms of revenue 
during the War, so 26 states levied new 
taxes on sales between 1929 and 1935." 
If these state sales taxes had been in 
use in 1928, public expenditures would 
The Science of Public Finance. London: Macmillan and 
Co., Ltd., 1924, p. 130.) Silverman notes that “ . . 
if the tax has already reached such a level that 't 
leaves the taxpayer just sufficient inducement to con 
tinue to produce, an increase in the tax beyond this 
level is liable to restrict the volume of income an¢ 
therefore to cause the revenue from this source t 
decline.” (Op. cit., p. 83.) 
18 National Industrial Conference Board Bulletin, 
July, 1935 (Vol. IX, No. 7), New York. 
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btless have been higher and elastic- 
would have been lessened. Again, 

ise a government must depend 
‘incipally upon a continued yield of 
| taxes, moderation must be used in 


Certain taxes, moreover, will allow 
.dministrator to exact more sacrifice 
will others, and each government 
should have the use of forms of 
‘nue that will be responsive in the 


sort of emergency to which that govern- 


is most likely to be subject.” 
| local governments, whose usual 
mergency is the business depression, 


e property tax is well suited because 
the tendency of rates and assess- 


ments to lag behind values and 


1comes. 

Finally, a government may gain 
sticity in its budget by the use of 
aution in normal public borrowing. 
hus the State of Arizona, in spite of a 


nstitutional debt limitation of $350,- 
900 customarily ran so far ahead of 


ne, by the use of tax anticipation 
that the state found itself 
nable, during some months of the 
pression, to balance its budget or to 
| any sort of security, and was com- 
led to issue so large an amount of 
rrants as to depreciate their value. A 
debt not only exhausts credit 
source of temporary revenue, but 
eases the fixed tax burden. Even 
itutional debt limitation may 
for more flexibility in finance, by 
the value of temporary warrants. 

he old discussion of whether or not 
vernment, like an individual, must 
the suit to the cloth,” often misses 
important difference between pri- 
ite and public finance. A government 
ne resembles an insured income in 

it is as assured as the collective in- 


, pp. 222-223. Lutz, op. cit. 
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come of the whole group of taxpayers. 
Most of the possible curtailments to the 
earning power of an individual do not 
threaten the state, for state income fails 
only if the general economic organiza- 
tion becomes impaired. The individual 
cannot save sources of income, and so, 
to give his budget some measure of 
flexibility, he must save money. A 
state, on the other hand, can usually 
not be entrusted to save money, but 
can save sources of revenue, and there- 
by prepare itself to meet emergencies. 


Implications 


Because elasticity is acquired only 
through additional sacrifice on the part 
of the taxpayer, it follows that the 
state’s gain is the taxpayer’s loss. The 
danger is that in an economy in which 
instability is the key note and business 
profit is the only stimulating force, an 
ability on the part of the state to 
command additional sacrifice in depres- 
sions may act to slow recovery. Elastic- 
ity in public revenue, in other words, 
tends toward inflexibility in private 
finance. In this matter the government, 
like any other preferred creditor, is 
primarily interested in the continued 
success and profitableness of the firm, 
and, like this preferred creditor, may 
find it expedient to make the tax 
burden more of a contingent charge as 
it becomes higher. From this viewpoint 
it appears that the present tendency 
toward taxes upon gross income may be 
of more than temporary significance, 
even though it leads away from elastic- 
ityin public revenue. Yet that this is not 
the complete answer to the problem is 
borne out by the fact that public de- 
mands for expenditure increase during a 
depression. One obvious solution is to 
keep normal taxes, like any other fixed 
charge, low enough during good times 
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Because of the amount of discussion 
upon this point, let us say that there is 
a certain similarity, here, between 
private and public business. Private 
enterprise, in any attempt to forecast 
future income, is faced by many im- 
ponderables, but it gives a_ useful 
answer by assuming that crop produc- 
tion will be somewhere near normal, 
that no invention will revolutionize 
production, and that competing facto- 
ries will not be destroyed by fire. It is 
true that, in public business, the 
psychological response of the people 
may change markedly over a length of 
time—as during the excitement of war. 
It is true, also, that a new direction of 
expenditure may so affect economic life 
as to make a people more willing to pay 
taxes. Yet, to be businesslike, a state 
should not depend entirely upon any 
of these contingencies, but should 
assume that the elasticity of a revenue 
system will change little from decade 
to decade. 


Gaining Elasticity 


The foregoing discussion has been 
introductory to an attempt to list the 
methods by which a government may 
obtain a responsive revenue system. 
We have said that a factor lying partly 
in the hands of the administrator is the 
efficiency of enforcement machinery. 
Herbert D. Simpson noted in 1933 that 
tax delinquency was due “in consider- 
able degree to a slow, cumbersome, 
ineffective process of collection in many 
states, and to ineffective administration 
4°Tax Delinquency, Economic Aspects,” IJllinots 
Law Review, June, 1933, p. 151. 

18 Simpson, Herbert D., The Tax Situation in Illinois, 


Chicago: Institute for Research in Land Economics 
and Public Utilities, Northwestern University, 1929. 


6 Lutz, op. cit. 
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belief that “ . a State which appropriates only a 


small portion of the gross income has much larger 
resources in times of necessity.’ 
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of the processes that do exist,” 
Litigation is to be expected, din 
depressions, under the historic Principle 
that, as the tax burden increases, , 
process of squirming calls for more care. 
ful and more expensive supervision of 
the distribution of that burden. Whep. 
ever enforcement machinery has had 
enough reserve strength to meet the 
need for more accuracy in assessments, 
to avoid political demagoguery, and to 
arbitrate justly between the several 
interests to be taxed, the state has 
avoided some of the financial difficulties 
of the depression. Where, as in Illinois," 
there was lack of confidence in adminis- 
tration, litigation was frequent and 
elasticity was lessened. 

Closely allied to this point is the need 
for legal and traditional freedom in the 
fixing of rates and assessments. '* Where 
constitutional provisions are too restric- 
tive, a government can scarcely adapt 
itself to changing conditions. 

Other things being equal, however, 
the response of the taxpayers to 
demand for increased sacrifice will 
depend primarily upon the amount of 
additional sacrifice demanded, and this, 
in turn, will depend somewhat upon 
whether or not previous sources o! 
government income were used with 
moderation." This rule applies to both 
old and new taxes. Just as the Federal 
Government used new forms of revenue 
during the War, so 26 states levied new 
taxes on sales between 1929 and 1935." 
If these state sales taxes had been in 
use in 1928, public expenditures would 
The Science of Public Finance. London: Macmillan anc 
Co., Ltd., 1924, p. 130.) Silverman notes that “ . 
if the tax has already reached such a level that 't 
leaves the taxpayer just sufficient inducement to con- 
tinue to produce, an increase in the tax beyond this 
level is liable to restrict the volume of income an¢ 
therefore to cause the revenue from this source t0 
decline.” (Op. cit., p. 83.) 


18 National Industrial Conference Board Bulletin, 
July, 1935 (Vol. LX, No. 7), New York. 
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~ cannot save sources of income, and so, 
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to be carried without business failure 
during depressions. 

The concept of the tax burden as a 
fixed charge upon business is a useful 
modification of the conception of public 
expenditures as a method of apportion- 
ing the social dividend. Mr. Pigou has 
indicated that the proper height of 
public expenditures is that point at 
which the last tax dollar brings the 
same satisfaction to the community as 
would the same dollar privately spent.” 
An unskilled attempt to use _ this 
formula to weigh the tax burden at any 
one time may involve the danger of 
ignoring the impact of fixed public 
charges upon an_ unstable social 
dividend. 

These principles apply, also, to the 
question of central control of local 
expenditures and indebtedness. It is 
somewhat difficult to prove that, dur- 
ing normal times, local public expendi- 
tures are more than the people desire, 
or to show that localities are incompe- 
tent to judge the amounts that should 
go for public service; but it is not so 
dificult to show that such localities 
have tended to increase the fixed 
burden of public charges, through 
short-sightedness, beyond the capacity 


*® Pigou, A. C., A Study in Public Finance. London: 
Macmillan and Co., Ltd., 1928, chap. vil. 
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or willingness of industry to bear them 
in a depression. It is possible to point 
out, moreover, that the proposal is no 
so much to regulate the small con. 
munities by the large as to regulate 
those two parts of a financial system 
most fixed in their burden—the prop. 
erty tax and the funded debt. . 
On the other hand, local govern. 
ments do not appear to be the only ones 
to need a certain planned financia| 
program. In the emergencies of the 
War and the depression, Federal and 
state governments fell back upon 
unused taxing power, but the question 
of elasticity looks always to future 
emergencies. Will we, in the coming 
period of better times, equip our 
revenue systems to be more, or less, 
responsive? The process in the past has 
been the relatively simple one of allow- 
ing expenditures and indebtedness to 
lag, by inertia, behind the price level or 
the economic development of the 
nation. This process, however, takes 
time and assumes a steady expansion of 
business, rising prices, a safe period 
between emergencies, and a strong 
conservative influence in politics. Some 
sort of long-time tax program would 
appear to be a desirable adjunct to this 
process, from the standpoint of both 
government and business. 
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RECENT PUBLICATIONS ON BUSINESS CYCLES 
BY JOSEPH L. SNIDER 

: HERE appear to be cyclical resulting in the piling up of undue prof- 
” fluctuations in the literature of | its and the making of undue invest- 
. business cycles as well as in ment; (2) the failure of wages, salaries, 
” ness itself. During the last pros- and farm incomes to increase commen- 
hase, several years ago, writ- — surately with the increase in output in 

Q the field dealt predominantly — the mass production industries. 
rds of past cycles and with In arriving at these two fundamental 
a for forecasting future ones. generating causes, Professor Douglas 
7 ¢ the present phase of depression __ has unfortunately confined his analysis 
f the literature has dealt with _ to the period leading up to the pres- 
s of controlling cycles. Thus, of | ent depression. Moreover, additional 
n recent books and pamphlets causes of this depression should have 
: discussed in this review, the been considered, as, for example, the 

x t majority are discussions of prob- Great War. 

control, only two or three are In presenting his recommendations 
ve or historical treatments, for controlling depressions, Douglas 
tone is concerned primarily with _ first addresses himself to a consider- 
blems of forecasting. ation of changes in Federal reserve 
In Controlling Depressions,' Professor policy. He points out effectively the 
| Douglas of the University of Chi- serious limitations, as to both restraint 
go has presented a comprehensive in prosperity and stimulation in depres- 
gram for the reduction of cyclical sion, of changes in the rediscount rate 
itions. He has not shrunk froma ___and in the holdings of government se- 
derauion of highly controversial curities by the Federal reserve banks. 
s and, although many readers (in- ‘This leads him to consider the stabiliz- 
ling this reviewer) may find them- ing possibilities of a managed currency 
in disagreement with numerous — which, because of recent developments, 
of the program, the book is one seems far less hazardous than before. 





cannot fail to contribute to an In fact “‘we are in an admirable in- 
reciation of the problems involved _ ternal position for experimenting with 










| 
lucing business instability. a managed currency and we need 
lhe book is divided into two parts, _ be in no hurry to tie ourselves in an 
irst dealing with causes of business inflexible fashion to the chariot of 
essions and the second with meth- __ gold.’’? 

of controlling them. The funda- In regard to credit, the author argues 

| “generating” causes the author — that there should be a separation of 

to two sources: (1) the failure two functions: (1) the creation or the 
lustry, because of monopoly and manufacture of credit, and (2) the re- | 
asi-monopoly, to reduce prices com- tailing of credit. The former should 





irately with the reduction in costs __ be in governmental hands; the latter 






Paul H., Controlling Depressions. New $3.00. 
W. Norton & Company, Inc., 1935. 286 pp. 2 Ibid., p. 154. 
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should be left to private hands, inas- 
much as the government could not 
handle the provlem of who shall be 
given credit. Some of the important 
features of the plan involve the taking 
over by the government of the owner- 
ship of the Federal reserve banks; the 
buying up of government bonds by the 
Federal reserve banks and the issuance, 
in return, of Federal reserve notes; the 
existence of private banks of deposit 
where persons could leave money 
for safe keeping; the requirement of 
100% reserve in cash behind deposits, 
and therefore the inability of the 
deposit banks to build up additional 
credit upon deposits. 

One may be convinced of the aggra- 
vating effects upon business fluctua- 
tions of the expansion and contraction 
of credit by our existing banking sys- 
tem, and of the need for more effective 
methods of credit control than changes 
in rediscount rates and holdings of 
government securities by the reserve 
banks, without being impelled to the 
author’s conclusion that the socializa- 
tion of credit is a wise move for the 
United States. Sufficient reason for 
such dissent may be found in the great 
dangers involved in entrusting to a 
politically controlled body such enor- 
mous economic responsibility. 

Another and somewhat similar rec- 
ommendation is the proposal for the 
nationalization of numerous industries 
which have a tendency to monopoly. 
The monopolistic industries are respon- 
sible for “sticky”? prices which, in turn, 
have contributed to the maladjustment 
between costs and prices. There is no 
reasonable probability of regulating 
these monopolistic industries, in the 
author’s opinion; rather, the regulatory 
commissions are controlled by the in- 
dustries. Public ownership becomes, 
therefore, the only alternative. The 
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public utilities, the railways, the ele. 
tric and gas, steel, aluminum, electric:) 
machinery, and heavy chemical indy. 
tries must be socialized in order tha: 
competition may work effectively i, 
the small-scale industries which are 
adapted to competition. It might be 
desirable, to be sure, that the actua! 
operation of the industries be carried on 
by private management with due pro. 
tection as to rates, etc. 

One of the strongly urged recom. 
mendations is a program of public 
works. The public works program of 
the present administration has been 
“eminently sensible,” the money has, 
in the main, been “‘wisely allotted, and, 
so far as human powers permit, honestly 
expended.” Professor Douglas urges a; 
the next step ina public works program: 
large housing and slum clearance enter- 
prise, “‘a direct frontal attack by the 
government upon the problem of hous- 
ing for the low income groups.” But it 
is necessary to reduce the exorbitantly 
high building costs for materials, labor, 
and land. 

Professor Douglas places too much 
stress, in the reviewer’s opinion, on the 
practicability of spending our way out 
of depression. Although it may be 
admitted readily that no adequate test 
of public works as a “balance wheel” 
has yet been made in this country, or 
in any country for that matter, it 1s 
unlikely that our political bodies wil 
be able to postpone in good times 4 
sufficient volume of public works to 
constitute a substantial stored-up need 
in depression. An elaborate public works 
program during depression, therefore, 
runs the serious risk of overbuilding. 
Moreover, the effect upon private enter 
prise should not be overlooked. Elabo- 
rate programs for government spending 
have discouraged private initiative dur- 
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this depression, and in all prob- 
bility will do so again. 
“In a chapter on wage policies and 
Jepressions it is maintained that wage 
cates during prosperity must rise more 
than the cost of living, because it is 
sential that labor should not merely 
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its share of the national income 
should be maintained. In order to bring 
; about, it seems probable, in the 
r’s opinion, that such government 

ntrol over minimum wage rates as 
was provided for under the NRA should 
be retained. A strong labor movement 
uld also help, as well as a rather high 
excess profits tax on corporate earnings. 
These taxes could be used either to pay 
utright consumer’s dividend to the 
reat masses of the population if their 
mes lagged seriously behind the 
nce in productivity or, better still, 
employ labor in furnishing commu- 

y services. The wise wage policy 
ring depressions would refrain from 
g upon rigid maintenance of 




















age rates. Wages must give ground in 
rder to prevent undue pressure upon 
isinesses Operating under the profit 
stem. In his discussion of wage 
as well as at other points in 
Professor Douglas is governed 
largely by a purchasing power theory 
business cycles. He very much under- 
timates the importance of the enter- 
er’s prospects and frame of mind 
a determining factor in cyclical 
fluctuations. 
nemployment insurance is also 
irged, not only for the purpose of 
sening distress, but also as a means 
stabilizing industry. A well-devised 
ystem of insurance would promote the 
sier of purchasing power from 
Osperity to depression. Reserves 
uld be stored up in good times and 
paid out in bad times. The author rec- 
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ognizes, however, that no insurance 
system can completely take care of all 
the needs which unemployment creates. 

By his brief, readable book, The Brit- 
ish Way to Recovery,* Professor Herbert 
Heaton of the University of Minnesota 
has broadened the perspective of the 
American student of recovery prob- 
lems, a notable service. The book is a 
description, rather than an evaluation, 
of the recovery programs in England, 
Australia, and Canada. 

The British problem of recovery was 
primarily to regain ground lost in her 
export markets and to replace some of 
that loss by expanding production for 
the home market. This problem was, of 
course, not created in 1929; it was only 
intensified. 

The searches for solutions of Bri- 
tain’s recovery problem, made before 
1931, were in general of two kinds. The 
first was directed toward the removal 
of external obstacles, such as the rep- 
arations claims, currency muddles, 
interallied debts, and the rush toward 
economic nationalism. The second was 
directed toward the “‘rationalization of 
British industry.”’ This involved a re- 
duction in the number of small units, in 
the number of middlemen, and in 
the improvement of equipment and 
methods of management. The railroads, 
the coal industry, and the electric 
power industry were subjected to ra- 
tionalization. But much of the good 
done by these measures was undone by 
the return to the gold standard at pre- 
war parity in 1925. The author believes 
there is a good case for declaring 
that the controllers of Britain’s credit 
sought to maintain or win back the 
financial supremacy of London at the 
expense of British industry. 


> Heaton, Herbert, The British Way to Recovery. 
Minneapolis: The University of Minnesota Press, 


1934. 184 pp. $2.00. 
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One of the clearest and most valu- 
able impressions from Professor 
Heaton’s book is that the British 
government did not let nature take its 
course in lifting the country out of 
depression. When the financial crisis of 
1931 was over, the government and the 
banks pursued a policy intended to 
provide cheap and abundant credit 
for the state and for private enterprise. 
The government placed an embargo on 
capital issues to foreign borrowers. The 
Bank of England reduced its rate from 
6% to 2%. It also began to buy securi- 
ties heavily. The Exchange Equaliza- 
tion Account was set up in April, 1932, 
with a fund of £150,000,000, to check 
the fluctuations in foreign exchange 
rates. Perhaps the most far-reaching 
changes in British policy came with the 
final abandonment of free trade and 
the adoption of a protective policy 
mitigated by imperial preference. Tem- 
porary protection was given to several 
products in November, 1931, and in 
February, 1932, the real tariff was im- 
posed. Many measures were also taken 
to improve the position of British agri- 
culture—import quotas to prevent the 
glutting of the market, marketing 
schemes, subsidies, and better farming 
methods. 

Turning from Britain to Australia, 
Professor Heaton records that early in 
1931 the banks abandoned their at- 
tempts to peg the exchange rate near 
parity with sterling, which was then 
still on gold, and real wages were re- 
duced 10% by the Federal Arbitration 
Court. There followed, shortly, an ex- 
tension of wage cuts to pensioners and 
public employees and reductions in all 
possible expenditures. Moreover, a re- 
duction of 15% in interest on internal 
public debt was carried through. Laws 


* Britain in Depression, prepared by a research com- 
mittee of the Economic Science and Statistics Section 
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were passed to reduce mortgage rate 
by 2219%. These attempts to che; 
the drift in public finance restore 
Australia’s credit rating abroad, while 
the expansion of exports, combine 
with the decline in imports, restored the 
country’s capacity to meet its externa| 
debts. Part of the overseas debt wa; 
converted with a substantial saving jp 
interest charges. Australia also followed 
certain inflationary procedures. Inadqj. 
tion to permitting its currency to de. 
preciate in foreign exchange, there wa; 
a substantial increase in the floating 
debt from the sale of treasury bills. — 
Canada’s depression problems and 
attempts to cope with them have had 
no peculiar features. Although the aver- 
age Canadian may have the impression 
that the government has done very 
little to stimulate revival, a great deal 
has been attempted. The tariff was 
raised quite early in the depression, 
taxes have been much increased, a cen- 
tral bank has been established, an agri- 
cultural marketing scheme was put into 
effect, mild inflation of the note issue 
has come, and elaborate relief plans for 
debtor farmers have been made. 
Late in 1933, the Committee of the 
Economic Science and Statistics Sec- 
tion of the British Association for the 
Advancement of Science appointed a 
committee to prepare a record of indus- 
trial and financial changes in Great 
Britain during the present world de- 
pression. The volume Britain in Depres- 
ston‘ appeared approximately two years 
later as the committee’s report. The 
aim of the book is to record the princi- 
pal events and to indicate sources 0! 
data rather than to provide interpreta 
tion. Some twenty different authors 
have contributed the various chapters, 
which are separated into two groups. 


of the British Association. London: Sir Isaac Pitman & 
Sons, Ltd., 1935. 473 pp. $3.00. 
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t group presents general discus- 

as of currency and banking, indus- 
| relations, and the background of 
opments during the post-war pe- 
[he second, and much the larger, 

ip of chapters consists of separate 
‘eatments of all the leading British 
‘ndustries. The book is essentially a 
S ference work, as far as American 
syydents are concerned, but as such 
uld prove helpful to the investigator 

f special topics. 

Of great value to the student of busi- 
ness cycles and of economic history is 
the substantial volume Fluctuations 
n American Business, 1790-1860,° in 
which Professors Smith and Cole pre- 

the results of their extended re- 
irches over a considerable period of 
rs. The book is primarily a pres- 
tation of many statistical series, 
th extended comments thereon, meas- 
ig changes in commodity prices, 
k prices, sales of public lands, inter- 
rates, and to a lesser degree—be- 
ise of scarcity of data—the volume 
trade. It also presents a limited 
int of descriptive material on the 

il economic developments of the 






























[he student of business cycles will be 
ially interested in the authors’ 
very of a sequence in movement of 

prices, commodity prices, and 
interest rates during the years 1790- 
1800 similar to the sequence previously 
| by other investigators for later 








the book Public Works in Prosper- 
ind Depression,’ Dr. Gayer has 
resented a great deal of carefully com- 
| statistical information on the 
e and financing of public works 









Walter B. and Cole, Arthur H., Fluctuations 
ican Business, 7790-1860. Cambridge: Har- 
ersity Press, 1935. 195 pp. $5.00. 

thur D., Public Works in Prosperity and 
New York: National Bureau of Economic 
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enterprises by the Federal Government, 
the states, and local political bodies. 
The volume is primarily factual, with 
secondary emphasis given to the 
economics of public works and the 
development of a desirable public 
works program for the country. 

The author points out that, although 
long advocated for the purpose, it was 
only during the present depression that 
an attempt was made on a large scale 
to expand public construction in order 
to stimulate business. But, despite the 
unusual efforts exerted, public works in 
the aggregate shrank very substan- 
tially. Although Federal outlays grew 
rapidly, their increase was more than 
offset by the steady decline in the public 
works expenditures of states, counties, 
and municipalities. These facts, how- 
ever, in the opinion of the author, do 
not afford an adequate criterion for 
passing judgment on the merits and 
defects of the principle of planned flexi- 
bility in public works, for the element 
of advance planning was essentially 
absent. What was done was in the 
nature of an emergency measure. ‘The 
depression emphasized the necessity of 
prior planning and the provision of 
credit reserves. 

Very brief comment will suffice for 
each of three other books. Mr. Harold 
Fisher, an English woolen manufac- 
turer, concludes in his book The [nev1- 
table World Recovery’ that in 1933, when 
the “‘incubus”’ of the old gold standard 
was thrown off, world economic history 
entered a new phase which, ‘‘ measured 
by the depths from which it rises, will 
go far further than any similar move- 
ment ever known.” Mr. Emil O. Jor- 
gensen, in his book The Stagnation of 
Research, 1935. 460 pp. $3.00. 
7Fisher, Harold, The Inevitable World Recovery. Gar- 
den City, New York: Doubleday, Doran and Com- 
pany, Inc., 1935. 253 pp. $2.00. 
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Industry: Its Cause and Cure,’ urges 
the “‘single tax” as the cure. In The 
Profit Mystery and Wealth Illusion,® 
Mr. Clayton D. Browne recommends 


. a method by which everyone, from 
bootblack to multimillionaire would be 
compelled to spend his income for material 
things; lands, buildings, labor, services, 
goods, or stocks. Investment 1m new bonds, 
mortgages, or private debts would be pro- 
hibited. A tax of 90 per cent would be levied 
on income used for any additional lending 
above the present indebtedness. All present 
indebtedness would be allowed to stand and 
when any of it was paid, the money could 
be loaned again forever. This would give a 
monopoly of lending to those who had 
money loaned out. It would be a guaran- 
tee that the interest would be paid forever, 
a lender’s PARADISE, and a menace to no 
one.!? 


In addition to the books which have 
been discussed, four recent pamphlets 
should be included in this review. 
Colonel Leonard P. Ayres of the 
Cleveland Trust Company concludes 
that “trade cycles are mainly caused by 
changes in the volume of purchases of 
durable goods by business enterprises, 
actuated by changes in the prospects for 
profits.”’!! The difficulty is much aggra- 
vated by the wide price swings of war 
and post-war periods. 

The importance of war as a cause of 
depression is the special theme of a 
recent pamphlet issued by the World 
Peace Foundation.'* In very brief com- 
pass, the author, Mr. J. B. Condliffe, 
points out effectively the disorganized 
condition of production, the breakdown 


§ Jorgensen, Emil O., The Stagnation of Industry: It 
Cause and Cure. Elkhart, Indiana: James A. Bell 
Company, 1935. 247 pp. $2.00. 

® Browne, Clayton D., The Profit Mystery and Wealth 
Illusion. Dallas, Texas: Analytic Publications Com- 
pany, 1935. 176 pp. $2.00. 

10 [bid., p. 162. 

11 Ayres, Leonard P., The Chief Cause of This and 
Other Depressions. Cleveland: The Cleveland Trust 


of credit and financial systems through. 
out the world, and the very great reduc. 
tion in world trade as results, very 
largely, of the Great War. Internationa! 
cooperation, in an effort to remove the 
serious obstacles, is the way to world 
recovery. 

Sir Henry Strakosch, in a pamphlet 
The Road to Recovery,'* published simul- 
taneously in England and in America. 
grapples with the problems of exchange 
stability and the restoration of the 
international gold standard. He dis- 
misses on practical grounds the idea of g 
managed international paper standard 
and proceeds to examine the conditions 
in which it would be safe to reéstablish 
an international gold standard. Among 
these conditions is a reasonable assur- 
ance that violent fluctuations in the 
purchasing power of gold will be 
avoided. The prospect for achieving 
this condition is discouraging in view 
of the absence of central bank codpera- 
tion, but he believes that progress to- 
ward it can be made if the sterling area 
and the United States would cooperate. 
Moreover, he is of the opinion, quoting 
President Roosevelt, that the United 
States aims to bring about stability in 
the purchasing power of gold. 

Finally, a pamphlet on a more spe- 
cialized topic may be considered. The 
Building Industry and Business Cycles 
presents the conclusions of a doctoral 
research by William H. Newman. The 
findings in part verify the results 
reached by other investigators, and in 
part are new. Thus, the author has 
found major cycles in building activity 
Company, 1935. 52 pp. : 
12 Condliffe, J. B., War and Depression. Boston: Wor 


Peace Foundation, 1935. 30 pp. 25 cents. 
13 Strakosch, Sir Henry, The Road to Recovery. Ne" 
York: Economic Forum, Inc., 1935. 70 pp. 50 cents: 
4 Newman, William H., The Building Industry on 
Business Cycles. Chicago: The University of Chicas 
Press, 1935. 73 pages. $1.00. 
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‘rom I5 to 20 years, as well as 
f shorter duration. He also has 
the tendency for building to 
ie general business in the timing 

al fluctuations. 
ng the factors which are re- 
sonsible for fluctuations in building, 
hanges in the prices of materials and 
r were found to be comparatively 
portant. Long-term financing con- 
ns, particularly the availability of 
is, have played a vital role in deter- 
nining the minor cycles, but have been 
mparatively unimportant with re- 
to major cycles. Statistical sup- 
s presented for the hypothesis 


that building activity is greatly affected 
by population movements. 


Conclusion. Proposals for business 
cycle control carry the principal empha- 
sis in recent writings on business cycles, 
but the most significant contributions 
are to be found in a few descriptive and 
historical publications of high quality. 
With some exceptions, the proposals 
urged as means of control are, in the 
present writer’s judgment, uneconomic 
and unwise; such is perhaps to be 
expected in a period of great stress.'® 

15The book list on page 256 includes a few addi- 
tional books in this general field which were not 
available when this review was prepared. 














CAPITALISM UNDER FIRE: RECENT BOOKS ON 
ECONOMIC RECONSTRUCTION 


BY J. PHILIP WERNETTE 


ECENT years have witnessed 
increased criticism by many 
persons of the present eco- 

nomic system, or the capitalist system, 
as some prefer to call it. Prior to 1929, 
critics of the economic system said 
little about depressions. Their principal 
accusations were these: the unequal 
and unfair distribution of wealth; the 
inefhcient methods of producing and 
distributing goods; and the selfishness, 
cruelty, and greed of the system. To 
prove these accusations was not easy; 
the task of the critic was hard. 

The coming of the great depression 
has not only made the task of the old- 
time critics easier, but it also has pro- 
duced a new crop of critics. Sober, 
thoughtful persons, appalled by the 
length and depth of the depression, are 
moved to ask whether a system subject 
to such paralytic attacks should be con- 
tinued unchanged and, indeed, whether 
it can endure unchanged. 

Some writers maintain that capital- 
ism can be patched up at this point 
and perhaps elsewhere also. Others in- 
sist that capitalism is inevitably sub- 
ject not only to depressions but to so 
many other evils that the entire system 
should be scrapped in favor of some 
form of economic collectivism. It is 
impossible to draw a sharp line between 
these categories; the writers occupy 
positions along the line between rela- 
tive conservatism and relative radical- 
ism. Mr. Stuart Chase, for example, 
might be classified in group one (patch- 
ing it up), but his proposals for collecti- 
vism are so sweeping that he could be 
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included in the second group (scrapping 
it) even though he neither considers 
himself a socialist or communist, nor 
would be labeled as such by socialists 
or communists, unless possibly by the 
English Fabian socialists. 

Most critics of the present economic 
system want, in varying degrees, more 
government regulation and ownership. 
Indeed, there has been current dur- 
ing recent years a pretty general no 
tion that the doctrine of laissez faire 
was dead. Laissez faire, however, has 
a new champion in the person of Mr. 
Lewis W. Douglas, whose Harvard 
Godkin Lectures of last May now ap- 
pear as a small book entitled The Li)- 
eral Tradition.} 

In Chapter I, “The Sins of the Past,” 
Mr. Douglas lists the following as the 
four dominant characteristics and fal- 
lacies of the “degenerate capitalism” 
of the 1920’s in the United States: (1) 
exorbitantly high tariffs, (2) govern- 
mental sanction of illegal price fixing, 
(3) an ill-advised managed currency, 
and (4) too many rigidities. Having 
excoriated the actions of the Repub- 
lican Party, Mr. Douglas criticizes the 
socialists, communists, and economic 
planners in Chapter II, “A Planned 
Economy and the Oppressive State.’ 
Mr. Douglas makes many penetrating 
criticisms of the collective state, but 
some of his statements are open to ques- 
tion. He himself says in the preface, “It 
may very well be that in the second lec- 


‘Douglas, Lewis W., The Liberal Tradition. New 
York: D. Van Nostrand Company, 1935. xxi + 13! 
pp. $1.50. 
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-riticisms of a Collective State 
evere, at least in what may be 
nitial stages. And yet it seems to me 
its final development it must be 

.pproximately as pictured.’”? 
~“\fr. Douglas turns his back on the 
Democratic Administration in Chap- 
rer III, “Dictatorship and a Fiscal Pol- 
which he presents the usual 
iments concerning the ill effect of 
‘tary deficits and raises the 
of inflation. Finally, having 
iced Republicans, socialists, 
mmunists, economic planners, and 
Democrats, Mr. Douglas delimits the 
re of Federal authority and pro- 
his own program. “The postu- 
s toa smoother working of a liberal 
my,” he states, “‘are it seems to 
free competition and flexi- 
prices; second, mobility of 
d of goods; third, flexibility of 
fourth, a modification of our 
licy to effect and maintain (a) 
ance between agriculture and 
try, (b) a sound currency, and (c) 
from despotism; fifth, a greater 
the ‘Compact Clause’ of the 
Constitution and a greater exercise of 
esponsibility; sixth, a reformed 
ing system; and, finally, a respon- 
al policy which will assure 

y of exchanges.’’’ 

(he opening paragraph of The Great 
Change,* by Richard T. Ely and Frank 


Bohn, reads thus: 


+ e 


changes began with the use of 
s in place of tools, and with the 

general use of applied science in place of 
f thumb. During the hundred and 
years since the inception of the 
Industrial Revolution in this country, we 
imericans have been always replacing the 
with the new. The new way of life has 
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produced new habits of thought about the 
conditions of life. These things are now 
coming to a climax in the reconstruction of 
our social order. We call this transition the 
Great Change. 


There follows a comparison between 
the old rural and village life of America 
and its modern urban industrial life. 
Written largely by Professor Ely, the 
account begins with a faintly wistful 
account of his life on the farm as a boy 
and his visits to his Jack-of-all-trades 
grandfather, who was born in 1802 and 
to whom, thanks to his almost self- 
sufficing life, the panic of 1837 meant 
nothing. The authors contrast this rus- 
tic and peaceful life (in which certain 
inconveniences go unmentioned) with 
the modern hurly-burly. Today’s city 
life is characterized by a feverish tempo 
of working and playing, by slums, noise, 
confusion, political corruption, com- 
mercial cunning, insecurity, unfriendli- 
ness, and machine production. 

The argument meanders a good deal 
after the first few chapters, and the 
bearing of the subject matter of many 
of the following chapters on the theme 
is not made very clear. The ambitious 
scope of the work is indicated by some 
of the topics touched on in these later 
chapters, including socialism, com- 
munism, fascism, prosperity, depres- 
sion, recovery, labor and labor unions, 
money and banking, debts and taxes, 
nationalism and internationalism, and 
darkness and dawn. These chapters are 
mainly descriptive and the treatment 
of their subjects is rather superficial. 

The question to which the authors 
address themselves, “‘Is our modern 
urban economy really good, all things 
considered ?” is important. The authors 
have expressed their doubts, but have 
*Ely, Richard T. and Bohn, Frank, The Great 


Change. New York: Thomas Nelson & Sons, 1935. 
373 pp- $2.00. 
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been vague in suggesting what to do 
about it. They urge the need for “‘na- 
tional regeneration” and control over 
machines; and offer the general sug- 
gestion that we need new ways, new 
laws, and new disciplines. They are 
right, of course; the remaining problem 
is what new routines should be adopted. 

The Rt. Rev. Msgr. John A. Ryan, 
Professor of Moral Theology and In- 
dustrial Ethics at the Catholic Uni- 
versity of America, asserts in 4 Better 
Economic Order® that capitalism has 
been committing slow suicide because 
it has assumed that no efforts need to 
be made to put purchasing power into 
the hands of those who would use it in 
sufficient volume to take products off 
the market. Capitalism has assumed 
that adequate consumption would fol- 
low automatically upon unlimited pro- 
duction. The few rich people, argues 
Father Ryan, have had enormous in- 
comes, most of which have been spent, 
if at all, on capital goods, and the 
result has been overproduction in the 
sense that there has not been sufficient 
purchasing power in the hands of those 
who would spend it on current con- 
sumption. This thesis, the author says 
frankly in the preface, is the same 
as Mr. John A. Hobson’s familiar 
proposition. 

The author argues that the purchas- 
ing power of that part of the population 
that desires to consume much larger 
quantities of goods be expanded in two 
principal ways: (a) by raising the real 
income of the farming groups to a level 
approximating that which obtained be- 
fore the Great War; (b) by increasing 
the share of the product going to the 
wage-earning classes. Father Ryan ap- 
proves the processing tax as a means 
of accomplishing the first of these two 


5 Ryan, John A., A Better Economic Order. New York: 
Harper & Brothers, 1935. ix + 194 pp. $2.50. 


aims. Of the second he states that the 
most effective immediate method of 
increasing the purchasing power of the 
workers would be the general establish. 
ment by law of a thirty-hour week, with 
no reduction in existing wage rates. Per. 
manent prosperity is to be achieved by 
two complementary actions: The first js 
high taxes on incomes and inheritances, 
which will diminish the surplus ayail- 
able for investment. The second is 3 
system of public works, which will jn- 
crease the fund of actual purchasing 
power. 

Apparently Father Ryan believes 
that if depressions were eliminated 
capitalism would need only a little 
additional improvement. He there. 
fore rejects fascism, socialism, and 
communism. 

“Happily,” says the author, “a 
constitution for a better economic or- 
der can be found outside of collectiv- 
ism. Indeed, it would be the antithesis 
of collectivism, no less than that of 
capitalism. Such a constitution has 
been outlined and recommended by 
Pope Pius XI in his encyclical ‘On Re- 
constructing the Social Order.’”*® The 
institutional change which the Pope 
recommended is “the reéstablishment 
of occupational groups.”’? These would 
include both employers and employ- 
ees, both capitalists and laborers, and 
would adopt and adapt the princi- 
ple and spirit of the medieval guilds. 
The occupational group would be em- 
powered by law to fix wages, interest, 
dividends, and prices, to determine 
working conditions, to adjust indus- 
trial disputes, and to carry on what- 
ever economic planning was thought 
feasible. 

Father Ryan does not discuss in de- 
tail the operation of these proposed o¢- 


6 [bid., p. 177. 
7 [bid., p. 179. 
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t the F 6-ypational groups and the problems 
dof W : ) they would face. This is a sub- 
f the ect that might well be analyzed at 
lish. sngth rather than being offered as a 
with simple panacea. 

Per. “Whatever else may be said of the 
d by books which Mr. Stuart Chase has 


_ surely no one could say that 
are dull. His new one, Government 


aces 
vail- » Business,’ is no exception. His style 
IS a crisp, vivid, and brisk. The book is 


easy reading in another respect. Mr. 
‘hase is certain; there are no trouble- 


Sing CI 
doubts in his mind; there are no 

eves hesitant conclusions and qualified an- 

ated swers. Everything is either black or 

ttle white. 

ere- In the opening chapters of this book, 

and \fr. Chase describes the tremendous 


wth of governmental activity in 
= business, in the United States, Russia, 
or- Germany, Italy, Sweden, and Canada. 
tiv. | From this exposition he turns to the 
esis question: What is the proper sphere of 
f J overnment in business in the United 
has States? Mr. Chase advocates extension 
by f governmental business activities in 
Re- two of three general fields. The first 
f these includes major processes and 
Ope mmodities so essential to the con- 
mer as to be legitimate public busi- 
uld ness; the second, underlying industries 
y- and services which make the first pos- 
nd sible. Here public business should be 
| dominant at least to the extent of re- 
ds straining private enterprise from twist- 
m- ing or checking the flow. The third 
t held, luxuries and preferences, must 
t be dominated by the state. Thelong 
classification of industries in these two 
it- groups and a third group—those not 
be subject to government control—I 

ind puzzling and unconvincing. 
In Chapter XV Mr. Chase discusses 
c- the comparative merits of public ad- 


“Chase, Stuart, Government in Business. The Mac- 
milan Company, 1935. 296 pp. $2.00. 





ministration and private administra- 
tion. I cannot tell from his incomplete 
observations what his opinion is as to 
their comparative efficiency at present. 
Nevertheless, he expects public busi- 
ness to be superior in the future to what 
it is now, since he regards necessity as 
the mother of administration. 

But will this be true? To illustrate 
with Mr. Chase himself as an example: 
Private industry has availed itself 
of his professional accounting services. 
There are many such able men in the 
service of both private and public busi- 
ness. But the crucial questions are two: 
In the long future, which is more likely 
to put such men in the positions of au- 
thority, and, under which system will 
they be more free to use their talents 
for the general good? 

In Capitalism and Its Culture,’ Pro- 
fessor Jerome Davis presents the case 
against capitalism, which includes: con- 
centration of ownership and control, 
corruption, waste and want, inefh- 
ciency, the evils of holding companies, 
financial manipulations, stock pools, 
nonvoting stock, watered valuations, 
tax evasion. He scores the wastes and 
high costs of distribution, the wastes 
and deception of advertising, and the 
victimization of the consumer. He is 
critical of the system on philosophical 
grounds: that it glorifies selfishness, 
inculcates materialistic standards, op- 
erates under a regime of false values, 
encourages hypocrisy (¢.g., going to 
church to get business), dominates 
churches and religion, fosters prosti- 
tution, gambling, crime, and disre- 
gard for the rights of other persons, 
enslaves the press, the radio, schools, 
universities. 

The indictment, in short, is sweeping 
and savage. It is liberally buttressed 


* Davis, Jerome, Capitalism and Its Culture. New 
York: Farrar & Rinehart. xvii + 573 pp. $3.00. 





252 Harvard Business Review 


with evidence; facts and figures are 
given and names named. It is, of course, 
evidence for the prosecution and it is 
given boldly. Much of the argument 
and certain of its implications and in- 
nuendoes would be weakened if it were 
subjected to cross-examination. 

Professor Davis sums up and con- 
siders future changes in the final chap- 
ter: 


In this volume we have tried to sketch 
some of the more important conditions 
which exist under capitalism. It should be 
emphasized again that there has been no 
effort to prove conclusively that all the 
conditions enumerated are due solely to 
capitalism. It is contended, however, that 
some of them are the products of the 
capitalistic system and can hardly be 
eliminated so long as this profit-motivated 
economy remains... . J All students of 
this “‘order,” except the reactionaries and 
diehards, are agreed that changes must 
now be made. The only question is, in 
what direction? It is not the purpose of 
this book to lay down a concrete blueprint 
of the society of the future.!° 


We are left uninformed as to whether 
Professor Davis expects and wants 
some sort of collective economy or an 
economy dominated not by the profit 
motive but by motives such as the wish 
to serve humanity, the joy of work it- 
self, or the satisfaction of creativity, 
which he mentions on page 234. This 
really is the crucial question. Most 
persons are agreed that there are seri- 
ous evils in the present working of the 
economic system, although they would 
not necessarily agree with all of Pro- 
fessor Davis’s description of the evils. 
Few among this great majority would 
assert that none of these sad features 
can be eliminated. They do disagree, 


0 [bid., p. 512. 
11 Laidler, Harry W., Socializing Our Democracy. New 


however, about which of them can be 
ended and how it can be done. 

Dr. Harry W. Laidler, Executive 
Director of the League for Industrial 
Democracy, has written another syb- 
stantial, well-documented book, Sp. 
cializing Our Democracy." In this 
factual, analytical, and philosophica| 
volume three principal subjects are 
discussed: (1) the collapse of capital- 
ism; (2) the transition from capitalism 
to socialism; and (3) the structure and 
operation of the socialist state. 

The familiar evils of capitalism are 
discussed briefly, and Dr. Laidler con- 
cludes that the trends mentioned by 
Marx and Engels are bringing increas- 
ingly near the breakdown of the capi- 
talist order. They will not, he asserts, 
as some Marxists used to imagine, 
bring about socialism with automatic 
precision. The breakdown of capi- 
talism may be followed as elsewhere 
by a ruthless dictatorship. If socialism 
is to follow the present order, its 
advocates must dedicate to the move- 
ment their most devoted, their most 
intelligent, their most powerful efforts. 

“The essential difference between 
socialism and communism,” says Dr. 
Laidler, “lies not in goals but in tactics 
... As to means of attainment of 
these goals, however, there is a wide 
divergence of opinion.”!? Communists 
believe that the collective state can- 
not be brought into being by peaceful 
means and must and can be introduced 
by violence. Dr. Laidler asserts the op- 
posite, that violence cannot succeed 
(because military and police strength 
are on the side of capitalism), and that 
peaceful means, balloting, must and 
can create the socialist state. He favors 
extension of state ownership and opera- 
tion of industry, the present owners 


York: Harper & Brothers, 1935. x + 330 pp. $3.0. 
13 Tbid., p. 95. 
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ibly to be remunerated by 
id terminable annuities. 
e remainder of the book is devoted 
valiant attack on the enormous 
em of blue-printing the future so- 
state. The titles of some of the 
indicate the scope of the 
ent: Public Ownership, Volun- 
Cooperation, Democracy in Eco- 
Government, Incentives and a 
1 Society, Making Industry 


allZea 
Under Socialism, Guarantees of 
rity, Health and Recreation, A 
Political Structure, The New 

n, Artistic Effort, and The 


)r. Laidler would have the socialist 
lopt the familiar devices of a 
system and a money system and, 
it, use rent, interest, profits, 
iges as part of the accounting 
| administrative system in determin- 
to produce and how to pro- 
\fter discussing alternative 
f paying labor and splitting 
national dividend, he recom- 
ls a flexible policy: “‘ The equality, 
leeds and needs principles, how- 
uuld all find their place in 
ialized order. That principle or 
nation of principles should be 
which seems most likely to 
ilate the finest endeavor and pro- 
the good and happiness of the 
2913 


t number. 
important issues connected with 
ebate of Capitalism versus So- 
ire these: first, the method of 

g workers and the problem of in- 
; and, secondly, the technique 
ting those who are to have au- 
and the problems connected 
this technique. It seems to me that 
aidler has argued his case with re- 
to the first with great skill. I wish 
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that Dr. Laidler had addressed himself 
to the other matter in the same careful 
fashion. It is not enough totalkabout 
those who will obey orders in the social- 
ist state. What about those who give 
orders? How are they to be selected? 

‘**Works of economics by non-profes- 
sional economists,” writes Mr. John 
Strachey in the preface to The Nature of 
Capitalist Crisis,'* “are justly suspect. 

. . The greater number of amateur 
economists have either rediscovered 
truths which were already known, 
though not to them; or they have fal- 
len into errors. . > He might have 
gone on to say that, because of their 
freedom from formal training and un- 
familiarity with orthodox ideas, they 
may avoid the standard errors in the 
books and discover some new, valid 
theories. 

Mr. Strachey really is unduly modest 
in classing himself as an amateur. If he 
has a shortcoming as a scientist, it is 
that he is an apostle. Surely no one is a 
Simon-pure amateur who refutes (as 
Strachey does in Part I, ‘Capitalist 
Theories of Crisis’’) in detail Major 
Douglas, J. A. Hobson, Irving Fisher, 
and Friedrich Hayek, and who weaves 
in brief evaluations of Keynes, Haw- 
trey, Barbara Wooton, Durbin, Rob- 
bins, and others. The amateur touch 
is more in evidence in Part II, “‘ From 
Political Economy to Economics.” 

In Part III Mr. Strachey explains 
and defends the Marxian labor the- 
ory of value. This was a surprise. I 
had thought that modern Socialists 
and Communists had relegated this 
theory to the position of a sort of war 
cry or college cheer. Parts IV and V 
(““Marx’s Theory of Capitalist Crisis”’ 
and “The Theory Applied’) follow 
familiar lines and no attempt is made 


14 Strachey, John, The Nature of Capitalist Crisis. New 
York: Covici, Friede, Inc., 1935. vi + 400 pp. $3.00. 
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to utilize modern precision techniques 
in either analyzing or evaluating the 
Marxian theory. 

In The Coming American Revolution™ 
Dr. George Soule presents an interest- 
ing and provocative argument. Moder- 
ate in tone but rather dogmatic on 
some debatable points, it gives the im- 
pression of being less well integrated 
and more inadequately digested than 
would be appropriate for a scientific 
handling of his theme. 

In Part I, “The Nature of Revolu- 
tion,” Dr. Soule gives an_ historical 
account of the English Puritan Revolu- 
tion, the American Revolution, the 
French Revolution, and the Russian 
Revolution. The actual revolutionary 
break, says he, is not really the revolu- 
tion; it is merely the culmination of a 
process. 


At length there arrives a revolutionary 
crisis which can be recognized by two 
main characteristics. First, the old ruling 
classes are unable, because of their own 
weakness under the circumstances, to 
carry on successfully. . . . Second, the 
rising classes have already achieved sub- 
stantial power, which they need only to 
consolidate and exercise in order to 
supersede the rulers. Both elements are 


necessary. ... ' 


Part II, ‘Changes Under the Sur- 
face,” includes a discussion of ma- 
chines, debts, rigidities, and foreign 
trade. Dr. Soule concludes that the 
old system is cracking; something new 
is rising to take its place; and the first 
essentials of the long revolutionary 
process are present. 

Part III, “The Crisis of the Thir- 
ties,’ is devoted to an historical ac- 
count and analysis of the causes of the 
depression and the Hoover and Roose- 
18 Soule, George, The Coming American Revolution. 
New York: The Macmillan Company, 1935. x + 314 
pp. $2.50. 


velt recovery programs. This jis, oj 
course, a highly controversial subject, 
on which the learned doctors disagree, 
Many persons would object to D; 
Soule’s emphasis and analysis. His cop. 
clusion is: “‘The first nebulous efforts 
to undertake social planning thus rap 
afoul of the realities of capitalism.”” 

In Part IV “The Coming Revoly- 
tion,” Dr. Soule offers a forecast byt 
admits the difficulties of predicting in 
the social sciences. He says: 


. It would appear that a revoly- 
tionary period has begun, but it is still far 
from its climax. . . . It is clear that we 
are not now in the critical period of 
revolution. What the depression of the 
thirties gave us was an excellent foretaste, 
however, of the aspect that crisis will 
assume if it does come. . . . Capitalism 
comes out of this crisis the victor, but in 
the long run weaker both physically and 
morally. Some time in the future—per- 
haps not for another generation or two— 
there is likely to occur another serious 
breakdown of capitalism. If by that time 
the ferment of ideas has done its work 
and the rising classes have attained status 
and confidence, the two essential ingredi- 
ents of the revolutionary mixture will be 
present. . . . After that, who knows what 
will happen ?!8 


Dr. Soule’s conclusion is thus much 
less definite and less “‘ radical” than the 
earlier part of his argument would lead 
the reader to expect. The earlier ar- 
gument was that the revolution is on 
its way. The conclusion, however, i: 
merely that some type of revolution 
may come at some time in the future. 
This is an eminently “safe” conclusion; 
in fact it is so carefully qualified that 
its truth is incontrovertible. 

Thus to the scores of books previ- 
ously written are added eight more 
16 Tbid., p. 69. 


"7 Tbid., p. 260. 
8 [bid., pp. 300 ff. 
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with the problem of the proper 
the state in relation to eco- 


activity. Yet Mr. Stuart Chase 


s his Government in Business 


statement, “‘No formal bibli- 
has been prepared because 


re no books devoted primarily 
s field, or none that I could find.” 


are, it is true, few books devoted 


y to this subject, but there are 
which the subject is discussed. 
graphy appended to a study 
me years ago by the reviewer 


ns 69 titles. Dr. Laidler’s bibli- 


y includes 170 books. This mass 


ran 


riting testifies at once to the inter- 
importance of, and disagreement 
erning this question. 


problem is not solved by the 
e of these eight books; nor 


will disagreement disappear forthwith. 
Adherents to the various shades of 
opinion may find their beliefs strength- 
ened by certain volumes, may scoff at 
others. Readers who have not yet made 
up their minds will find any of these 
books interesting and provocative, al- 
though perhaps none will be found to 
be convincing beyond shadow of doubt. 
But can mere analysis and argument 
give a final answer? Perhaps in the long 
run such experiments as the New Deal, 
conservative England, the Italian Cor- 
porative State, and Soviet Russia may 
be of more scientific value than all the 
words that have been written on these 
controversial subjects. 

19The following book list includes a few addi- 


tional books in this general field which were not 
available when this review was prepared. 
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(American Publications, August through December, 1935) 


Accounting and Insurance 


Alexander, William. My Half-Century in 
Life Insurance. New York: Harper & 
Brothers. 233 pp. $3.00. 

Hanson, Arthur Warren. Problems in 
Auditing. Second edition. New York: 
McGraw-Hill Book Company, Inc. 573 
pp. $5.00. 

Huebner, Solomon S. Life Insurance: A 
Textbook. Revised and enlarged in col- 
laboration with G. L. Amrheim and 
C. A. Kline. New York: D. Appleton- 
Century Co., Inc. 717 pp. $3.50. 

Kelley, Arthur C. Essentials of Accounting. 
New York: American Book Company. 
424 Pp. $3.00. 

*Teevan, John C. C.P.A. Law Questions 
and Answers. New York: The Ronald 
Press Company. 265 pp. $3.00. 

Thompson, William Rodney. Accounting 
Systems: Their Design and Installation. 
Third edition. Chicago: La Salle Exten- 
sion University. 740 pp. $5.00. 


Business Cycle 


*+Browne, Clayton D. The Profit Mystery 
and Wealth Illusion. Dallas, Texas: An- 
alytic Publications Company. 176 pp. 
$2.10. 

tCondliffe, J. B. War and Depression. Bos- 
ton: World Peace Foundation. 30 pp. 
25¢. 

*tGayer, Arthur D. Public Works in Pros- 
perity and Depression. New York: Na- 
tional Bureau of Economic Research. 
484 pp. $3.00. 

Garland, C. M. Depressions and Their So- 
lution. Chicago: The Guilford Press. 
187 pp. $2.50. 

**Smith, Walter Buckingham and Cole, 
Arthur Harrison. Fluctuations in Amer- 
ican Business. Cambridge: Harvard Uni- 
versity Press. 195 pp. $5.00. 


* Books received. 
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*tStrakosch, Sir Henry. The Road to Ry. 
covery. New York: Economic Forum. 70 
. 50¢. 
*Tucker, Gilbert M. The Path to Prosperity, 
New York: G. P. Putnam’s Sons. 312 pp. 
$2.50. 


Business and Economic History 


Puryear, Vernon John. International Feo. 
nomics and Diplomacy in the Near East, 
(1834-1853) Stanford University, Cali. 
fornia: Stanford University Press. 277 
pp- $3.25. 

Soltau, Roger Henry. 4n Outline of Euro- 
pean Economic Development. New York: 
Longmans Green & Company. 321 pp. 
$2.75. 

*Warren, Charles. Bankruptcy in United 
States History. Cambridge: Harvard Uni- 
versity Press. 195 pp. $2.00. 


Business Ethics 


*Knight, Frank Hyneman. The Ethics of 
Competition. New York: Harper & 
Brothers. 363 pp. $3.00. 


Business Law 


Ayer, Leslie James and Ashley, Paul Pritch- 
ard. Cases on Business Law. New York: 
Prentice-Hall, Inc. 1321 pp. $4.50. 

Morton, Edward Perry and Bentley, Byron 
R. Business Law of Contracts and Sales by 
Cases. Cincinnati: South-Western Pub- 
lishing Company. 455 pp. $3.25. 


Corporate Reorganizations 


Corporate Reorganization Act. Edited by 
Max Isaac. New York: American Bank- 
ruptcy Review. $2.50. 


Economic Institutions and Planning 


*tChase, Stuart. Government in Business. 
New York: The Macmillan Company. 
296 pp. $2.00. 
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New York: Alfred A. Knopf. 

$3.00. 

ewis. The Crisis of the Middle 

New York: Covici, Friede, Inc. 
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sn, John. Hold Fast the Middle Way. 


n: Little, Brown and Company. 249 


_ George B. and others. Industrial 
ng under Codes. New York: Harper 
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Nelson B. Profit and Social Secur- 
York: Harper & Brothers. 278 


W.L., Editor. Commodity Control 


fic Area. Stanford University, 
Stanford University Press. 
$5.00. 
Harry W. Socializing Our De- 
New York: Harper & Brothers. 
$3.00. 
ta, University of, Studies in Eco- 
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Effects of the NRA by George Fili- 
nd Roland S. Vaile. Minneapolis: 
rsity of Minnesota Press. 108 pp. 
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nce, Washington, November 16- 
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University of Minnesota Press. 
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Davenport, H. J. The Economics of Alfred 
Marshall. Ithaca, New York: Cornell 
University Press. 481 pp. $4.00. 

*Evans, J.G. Basic Economics. Chapel Hill: 
University of North Carolina Press. 205 
pp. $2.00. 

Himes, Norman Edwin, Editor. Economics, 
Sociology and the Modern World: Essays 
in Honor of T. N. Carver. Cambridge: 
Harvard University Press. 339 pp. $5.00. 

Jackson, Gilbert. An Economist’s Confes- 
sion of Faith. New York: The Macmillan 
Company. 192 pp. $2.75. 

Moulton, Harold G. Income and Economic 
Progress. Washington: The Brookings In- 
stitution. 202 pp. $2.00. 

Pigou, A. C. Economics in Practice. New 
York: The Macmillan Company. 161 pp. 
$1.60. 

——— The Economics of Stationary States. 
New York: The Macmillan Company. 


337 PP- $4.50. 
Finance and Investment Management 


Bonneville, Joseph H. and Dewey, Lloyd E. 
Organizing and Financing Business. Re- 
vised edition. New York: Prentice-Hall, 
Inc. 490 pp. $5.00. 

Carpenter, H. G. A Successful Investor's 
Letters to His Son. New York: Simon & 
Schuster. 123 pp. $1.50. 

Chapin, Albert F. Credit and Collection 
Principles and Practice. Second edition. 
New York: McGraw-Hill Book Com- 
pany, Inc. 630 pp. $4.00. 

Gore, Challis. The Ghost in the Balance 
Sheet. New York: Scientific Press. $1.00. 

Minaker, F. C., Editor. One Thousand 
Ways to Make a Thousand Dollars. Chi- 
cago: The Dartnell Corporation. 472 pp. 
$2.50. 

Preinreich, Gabriel A. D. The Nature of Div- 
idends. New York: Published by the au- 
thor, 17 East 42nd Street. 238 pp. $2.50. 

Reddaway, W. B. The Russian Financial 
System. New York: The Macmillan Com- 
pany. 116 pp. $2.25. 

Russell, John Dale and Reeves, Floyd W. 
Finance. Chicago: The University of Chi- 
cago Press. $2.00. 


t Books noted or reviewed in this issue. 














258 Harvard Business Review 


Staley, Eugene. War and the Private In- 
vestor. Garden City, New York: Double- 
day Doran & Company, Inc. 587 pp. 
$4.50. 

*Williams, Kenneth P. The Mathematical 
Theory of Finance. New York: The Mac- 
millan Company. 292 pp. $2.75. 


Foreign Trade and International Re- 
lations 


American Trade Prospects in the Orient. 
New York: National Foreign Trade 
Council. $1.75. 

Collins, Virgil Dewey. World Marketing. 
Philadelphia: J. B. Lippincott Company. 
327 pp. $2.50. 

Goslin, Ryllis Alexander, Editor. Made in 
U.S.A. New York: National Foreign 
Trade Council. 38 pp. 25¢. 

*Harper, Samuel N., Editor. The Soviet 
Union and World Problems. Chicago: 
University of Chicago Press. 254 pp. 
$2.50. 

Stuart, Charles E. European Conditions 
in Their Relationship to International 
Trade and Export Credits; a Report. New 
York: National Foreign Trade Council. 


134 pp. $1.75. 


Industrial Management and Labor 
Relations 


Administration of Public Employment Offi- 
cers and Unemployment Insurance; Can- 
ada, France, Sweden, Switzerland. New 
York: Industrial Relations Counselors. 
408 pp. $3.50. 

*Darlington, George M. Office Management. 
New York: The Ronald Press Company. 
203 pp. $2.00. 

Hoppock, Robert. Job Satisfaction. New 
York: Harper & Brothers. $3.00. 

Lorwin, Lewis L. and Wibnig, Arthur. La- 
bor Relations Boards. Washington: The 
Brookings Institution. 491 pp. $3.00. 

Recruiting Process, The. Indianapolis: R. & 
R. Publications. $2.90. 

Ryan, Frederick L. Industrial Relations 
in the San Francisco Building Trade. 
Norman: University of Oklahoma Press. 
250 pp. $3.00. 
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per, Kreuger, Dory. 8 vols. $16.00. 

Cassady, Ralph Jr. and Ostlund, Harry J 
The Retail Distribution Structure of th, 
Small City. Minneapolis: University of 
Minnesota Press. 107 pp. $1.00. 
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& Brothers. 199 pp. $2.00. 

Cole, Rex and Frazer, C. D. Rex Cole oy 
Salesmanship. New York: B. C. Forbes 
Publishing Company. 253 pp. $2.50. 

*Fernald, Charles H. Salesmanship. Re. 
vised edition. New York: Prentice-Hall 
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*Grether, Ewold T. Resale Price Maint. 
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Lopatecki, Eugene de. Advertising Layou 
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ald Press Company. 146 pp. $3.00. 

Meredith, L. Douglas. Merchandising for 
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Houses. Cambridge: Bankers Publishing 
Company. 390 pp. $5.00. 

Ohrbach, Nathan M. Getting Ahead in Re- 
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Company, Inc. 266 pp. $2.50. 

*Paver, John and McClintock, Miller. Tra/- 
fic and Trade. New York: McGraw-Hill 
Book Company, Inc. 137 pp. $4.50. 

Pribram, Karl. Cartel Problems. Washing- 
ton: The Brookings Institution. $2.50. 

[Schweiter, A. Irving.] More Retail Sales. 
New York: New York Store Methods 
Bureau. $3.00. 

Simmat, Rudolph. The Principles and Prac- 
tice of Advertising. New York: Pitman 
Publishing Corporation. 518 pp. $3.75. 

Solomon, Joseph H. Controlled Distribution 
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